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“ 


Whether the reader teaches or practices in one of the several fields 
of finance encompassed by this Association, he must at times have 
felt the difficulty of keeping abreast of major developments in so broad 
an area served by such diverse publications. Our founders recognize 
the splendid and indispensable contribution of the American Economic 
Association for our craft but believed that a special organization would 
have two advantages: (1) to insure that at joint annual meetings with 
that organization, programs of adequate diversity would be assured to 

~{nclude major topics currently engaging the world of finance; and (2) 
to develop the managerial and business aspects of finance. Since our 
organization is young as yet, these represent objectives rather than 
achievement. 

During the war period the activities of the American Finance Associ- 
ation, founded in 1940, were suspended. At the annual joint meeting 
of societies held in January, 1946, its work was revived. For that 
occasion, the Association is particularly indebted to the energy of the 
then secretary-treasurer, Dean Lewis Froman of the University of 
Buffalo, the hospitality of the president, Dean John Clark of the Uni- 
versity of Nebraska who acted as host at the dinner meeting, and the 
cordial codperation of the officers of the American Economic Associa- 
tion. 

The meetings initiated by our Association were concerned with our 
Federal tax policy. This major problem of finance is likely to continue 
in a leading role on the financial stage because of our huge war debt 
and an expanding budget for various social welfare benefits. Two other 
papers concerned with the certificate reserve plan are reported here. 
Of especial interest to commercial banking, their significance is large 
for all of the four fields included in our program for they grapple with 
the problem of inflation as well as Federal debt management. 

Our members can aid our progress by recommending interested 
friends for membership and making suggestions for our program and 
activities. As our membership grows, increased publication and activi- 
ties will be possible. 

Harry G. GUTHMANN 
President 
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The American Finance Association presents herewith Volume I, 
No. 1 of its new publication, the Journal of Finance. In December, 
1941 the Association published abstracts of the papers presented at 
the 1941 annual meeting in New York City and in May, 1943 it issued 
a publication containing certain papers which were to have been de- 
livered at the December, 1942 meeting in Cleveland, a meeting which 
was not held because of a ruling of the Office of Defense Transporta- 
tion. These two publications appeared under the title American Fi- 
nance. 

In view of the threat of inflation and the relationship of the problem 
of management of the bank-held government debt to this threat, it was 
felt that the Journal of Finance could render a signal service to the 
membership of the Association in its first issue by publishing two im- 
portant articles on the certificate reserve plan. The first, by Professor 
Simeon E. Leland of the University of Chicago, is entitled “The Gov- 
ernment, the Banks and the National Debt.” This article was presented 
by Professor Leland as a speech at the University of Pittsburgh and 
was later published in its entirety by the Commercial and Financial 
Chronicle in its issue of January 17, 1946 and in part by Finance in 
its February, 1946 issue. It was designed to reflect his personal views 
only. It will not ordinarily be the policy of the Journal to reprint articles, 
but in this instance the circumstances seem to warrant an exception. 

The Journal considers itself fortunate in having obtained for publica- 
tion as its second article “An Analysis of the Certificate Reserve Plan” 
by Messrs. J. H. Riddle and R. L. Reierson of the Bankers Trust 
Company, New York City. 

There follow two papers on postwar tax policy and a discussion of 
these papers as presented on January 26, 1945 at the annual meeting 
of the Association in Cleveland, and a paper entitled “Tax Policies 
for Prosperity” which was delivered by Mr. Beardsley Ruml at the 
luncheon meeting of the Association also on January 26. These pro- 
grams were planned by the American Finance Association but the 
American Economic Association joined our association in sponsoring 
them. 

These papers have been published also in the annual supplement of 
the American Economic Review. When arrangements were made with 
the American Economic Association for their publication of the pro- 
ceedings of our sessions there was some uncertainty as to the publica- 
tion of our own journal. This accounts for the appearance of the papers 
in both journals. The papers given at a number of programs planned 
by the American Economic Association in which the American Finance 
Association assisted as joint sponsor are not published here but are 
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appearing only in the American Economic Review. It is planned that 
hereafter the American Economic Association will publish in its Re- 
view only the papers given at the sessions planned by them, while the 
American Finance Association will publish those papers resulting 
from sessions arranged for by this Association. 

While present plans call for the appearance only of an annual num- 
ber of the Journal of Finance, expansion will occur “when, as and if” 
interest in the Association and growth in membership warrant. If it is 
found possible to publish numbers more often than annually, notice 
will be sent to the members of the Association soliciting manuscripts 
for publication. 

Letters of suggestion on editorial policy from members of the 
Association are welcomed. 

MarsHALL D. KETCHUM 
Editor 











ANNUAL MEETING 
OF THE 
AMERICAN FINANCE ASSOCIATION 


CLEVELAND, OHIO—JANUARY 25 AND 26, 1946 
Friday, January 25 


9:30 AM. Rounp TaBLte on Monetary Poticy. (Program prepared by the American 
Economic Association and jointly sponsored by the America Finance 
Association.) 

Chairman: Benjamin H. Beckhart, Columbia University 
A discussion of substantive problems and possible solutions suggested 

by monetary questionnaire on domestic and international issues sub- 
mitted to selected panels of specialists in this field by Ad Hot Com- 
mittee on Monetary Policy (Frederick H. Bradford, Benjamin H. 
Beckhart, Howard S. Ellis, Seymour E. Harris, Ray B. Westerfield, 
Leonard L. Watkins, James W. Bell, Chairman). 

Participants: Lawrence H. Seltzer, Wayne University; William E. Dunk- 
man, White Plains, New York; Homer Jones, Federal Deposit Insurance 
Corporation; James G, Smith, Princeton University; Charles C. Abbott, 
Harvard University; Ernst W. Swanson, United States Chamber of Com- 
merce; Roland I. Robinson, Board of Governors of the Federal Reserve 
System; Ragnar Nurkse, Institute for Advanced Study; Morris E. Garn- 
sey, University of Colorado; Imrie de Vegh, New York, New York; 
Michael A. Heilperin, New York, New York; John Parke Young, De- 
partment of State; and James W. Bell, Northwestern University, Chair- 
man of the Ad Hoc Committee on Monetary Policy 

6:00 p.m. Dinner Meeting, followed by Business Session 


Saturday, January 26 


9:30 am. Postwar Tax Poricy. (Program prepared by the American Finance Associa- 
tion and jointly sponsored by the American Economic Association.) 
Chairman: Neil Jacoby, University of Chicago 
“Personal versus Corporate Income Taxes,” Harold M. Groves, University 
of Wisconsin 
“The Taxation of Small Business,” Alfred G. Buehler, University of 
Pennsylvania 
Discussion: Paul Studenski,* New York University; Roy G. Blakey, Uni- 
versity of Minnesota; Albert G. Hart,* Committee for Economic Develop- 
ment 
12:30 p.m. Luncheon Meeting. (Program prepared by the American Finance Association 
and jointly sponsored by the American Economic Association.) 
Chairman: John D. Clark, President, American Finance Association 
“Tax Policies for Prosperity,” Beardsley Ruml, R. H. Macy and Company 
2:00 p.m. Rounp TABLE ON INTERNATIONAL INVESTMENT. (Program prepared by the 
American Economic Association and jointly sponsored by the American 
Finance Association.) 
Chairman: Frank D. Graham, Princeton University 
“Foreign Investment and American Employment,” Randall Hinshaw, 
Board of Governors of the Federal Reserve System 
“The Domestic Effects of Foreign Investment,” Hal B. Lary, Department 
Commerce 
“Postwar Control of International Capital Movements,” Arthur L. 
Bloomfield, Federal Reserve Bank of New York 
Discussion: Raymond F. Mikesell, University of Washington; Jacques J. 
Polak, United Nations Relief and Rehabilitation Administration; John 
Parke Young, Department of State 


*No manuscript received. 
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THE GOVERNMENT, THE BANKS AND THE 
NATIONAL DEBT* 


By Stmeon E, LELAND** 
Professor of Government Finance, University of Chicago 


The national debt, by reason of wars and depression, has become so 
large that the problems created by it can no longer escape attention, 
if indeed the public debt, regardless of size, has not always been a 
matter of major concern to citizens. The solution of debt problems, or 
at any rate the way they are handled, may affect not only the financial 
operations and economic policies of the Federal government, but will 
probably have important repercussions also upon the whole economy, 
influencing levels of production, employment, income flows, the volume 
of credit, bank deposits and other factors. The larger the debt becomes 
the greater its impact upon the economy, and the more vital the debt 
management problems. 


Growth of the Debt 


On December 31, 1945, the gross national debt was 
$278,000,000,000.1 This indebtedness is to be compared with 
$43 000,000,000, the amount of the outstanding debt on June 30, 1940, 
when the defense preparations for World War II were begun in ear- 
nest.* The increase in the national debt because of World War II has 
aggregated over $235,000,000,000 and the books on war costs can not 
yet be closed. In World War I (between March 31, 1917 and August 31, 
1919) the debt increased by $25,315,000,000.* The legacy of our 
aggregate public debt from World War II is practically ten times 
greater than the debt left by World War I. , 

The economic depression of the 1930’s also left its imprint upon the 
debt of the national Government. Beginning in 1919 the debt gradually 
declined until it reached $16,026,000,000 on December 31, 1930.* 


* Reprinted by permission of the Commercial and Financial Chronicle. 

* The views expressed in this article are purely personal. They are not to be attributed 
to any institution with which the writer is connected. They do not reflect any opinions 
of the Board of Governors of the Federal Reserve System or of the Federal Reserve Bank 
of Chicago. The writer is indebted to Messrs. L. W. Mints and John K. Langum for 
numerous suggestions and criticisms of this manuscript. They, too, are not responsible for 
the author’s ideas, errors or judgments. 

* Daily Statement of the U. S. Treasury, January 2, 1946. Gross debt as shown here does 
not include guaranteed obligations not owned by the Treasury. 

At the close of the fiscal year on June 30, 1940, the gross national debt was 
$42,967,531,038. Annual Report of the Secretary of the Treasury on the State of the 
Finances for the Fiscal Year Ended June 30, 1944, p. 627. (Hereafter referred to as Annual 
Report of the Secretary of the Treasury.) 

* Daily Statement of the U. S. Treasury, November 1, 1945, p. 9. On March 31, 1917 the 
debt was $1,282,000,000; on August 31, 1919—its highest war peak—the debt was 
$26,597 ,000,000. 

* Ibid. 
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Thereafter, as fiscal measures and recurrent deficits were adopted to 
stimulate production and employment, the debt rose steadily until June 
30, 1940, when military preparations gave it a further upward impetus. 
If the debt increases between December 31, 1930 and June 30, 1940 
are attributed to efforts to overcome economic depression, the 
$26,941,000,000 added to the public debt between 1930 and 1940 
exceeded the indebtedness attributable to World War I by over 
$1,626,000,000. The internal war against depression ranks debtwise 
with actual wars. 


Increased Importance of the Public Debt 


The importance of the public debt to the national economy is greater 
than ever before not only because of its absolute size and the resulting 
interest burden, but also because the relative position of the public 
debt has grown. The indebtedness of the Federal government now con- 
stitutes 56.7 per cent of all public and private debts now outstanding.® 
In 1916, when the national debt was but $1,200,000,000, Federal 
obligations comprised only 1.5 per cent of total public and private 
debts. The percentage rose to 20.1 per cent in 1919 which point was 
not again reached until 1939, although the relative importance of 
Federal obligations in the total debt structure of the country steadily 
increased during the years of the late depression.* This increase was 
due not alone to the decline in private security offerings but also to 

* Slater, Alvin, “United States Debt Pattern in War and Peace,” Survey of Current Busi- 


ness, Vol, 25, No. 9 (Sept., 1945), p. 14. 
* These changes may be seen from the following table: 


OUTSTANDING NET FEDERAL DEBT IN RELATION TO TOTAL PUBLIC AND PRIVATE DEBT 








Total Public and Federa] Government and 








Private Debt Federal Agency Debt 
Year ; Per Cent of 
Amount Amount Total Public 
(in billions Per Cent (in billions oul Delonte 
of dollars) of dollars) Debt 
1916 $ 81.1 100.0% > ts 1.5% 
1919 126.6 100.0 was0 20.1 
1920 133.9 100.0 23.5 17.6 
1930 190.4 100.0 14.8 7.8 
1935 163.2 100.0 26.0 15.9 
1940 179.0 100.0 36.9 20.6 
1941 200.4 100.0 47.8 23.9 
1942 247.8 100.0 93.6 37.8 
1943 302.8 100.0 147.0 48.5 
1944 361.7 100.0 205.0 56.7 





Slater, loc. cit., p. 14. 
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the financing of relief-recovery programs, primarily by public borrow- 
ings. In 1940, Federal securities comprised 20.6 per cent of total debt 
instruments, and each year the percentage has increased. Public securi- 
ties have, thus, come to dominate the market for debt instruments, and 
considering the size of the Federal obligation this dominance may con- 
tinue for some years.’ 


Ownership of Federal Securities 


The increased importance of public debt instruments is visible at 
every hand. Federal securities have been acquired in increasing volume 
by individuals, business concerns, banks, financial corporations, insur- 
ance companies, trust funds, state and local governments and other 
institutions. What has become the collective obligation of the United 
States has become a primary asset—in some cases the major form of 
saving—of its citizens and their enterprises. Twenty-seven million 
people subscribed to war bonds through payroll deduction plans.* At 
the end of September, 1945, the amount of Series E United States 
Savings Bonds outstanding was approximately $29,870,000,000.° At: 
the end of August (1945) the Treasury survey of the ownership of 
Federal securities indicated that investors other than banks, insurance 
companies and government agencies held over $101,582,000,000 of 
U.S. securities.”° 


Bank Ownership of U.S. Securities 


All banks in the United States, on June 30, 1945, had loans and 
investments of $129,635,000,000, of which $93,657,000,000, or 72 
per cent, were in U.S. securities.** On December 31, 1940 bank loans 
and investments totalled $54,170,000,000, of which $20,983,000,000, 
or 38.7 per cent were in Federal obligations.’* Between December 31, 
1940 and June 30, 1945 bank loans and investments increased 139 per 
cent but bank ownership of U.S. government securities increased 346 
per cent. The dominant asset of our private banking system is their 
present investment in the public debt instruments of the United States. 

Prior to World War I and the depression of the Nineteen Thirties, 
banks existed mainly to provide deposit services and credit facilities 
to private borrowers. This was true even during World War I, during 


*The dominance of Federal securities will also be affected by the form which private 
financing tends to take. To the extent that common stocks and similar equities replace 
debt instruments in corporate financing, the relative importance of the public debt may be 
further increased. 

* Treasury Bulletin, September, 1945, p. 44. 

® Ibid., November, 1945, p. 36. 

* Ibid., p. 49. 

" Federal Reserve Bulletin, November, 1945, p. 1124. 

* Ibid. 
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which time the banks had only about 11 per cent of their loans and 
investments in United States securities. Instead of financing the govern- 
ment they loaned customers money with which to buy bonds. The 
slogan of that period, “Borrow and Buy,” aptly describes the situation. 
Since the beginning of World War II, however, the main function of 
banks has been the financing of the Federal government. Beginning 
in 1940 (June 29) bank investments in U.S. securities rose from 
$19,666,000,000 to $93,657,000,000 by June 30, 1945. This trend is 
shown in Table I. It demonstrates clearly the major importance of 
government securities among bank assets. 


TABLE I.—UNItTED STATES GOVERNMENT OBLIGATIONS OWNED BY ALL BANKS IN 
RELATION TO TOTAL LOANS AND INVESTMENTS, 1914-1945 
(Amounts in Millions of Dollars) 








Ration of U. S. 





Total Loans U.S. apr 
Date! and Government a 

Investments Obligations ond Tavestments 
1914 $ 20,788 $ 829 4.0% 
1918¢ 31,814 3,507 11.0 
1920 41,572 4,583 11.0 
1929s 58,899 5,499 9.3 
1932 46,310 6,895 14.9 
1940 51,336 19 ,666 38.3 
1941 57 ,946 23,521 40.6 
1942 64,009 30,301 47.3 
1943 87,881 57,748 65.7 
1944 108 , 707 75,737 69.7 
1945 129 ,639 93 ,657 72.2 





Data taken from Banking and Monetary Statistics, Board of Governors, Federal Reserve 
System, 1943, p. 18; Federal Reserve Bulletin, Dec., 1944, p. 1206; ibid., Nov., 1945, p. 1124. 

1 June 30 of each year except as otherwise noted. 

® June 29. 


Insurance Company Investment in “Governments” 


The same tendency is visible in the investment policy of life insur- 
ance companies. In 1939, only 2 per cent of the admitted assets of 49 
major companies was represented by the ownership of Federal securi- 
ties. Beginning in 1933, government bonds began to look more attrac- 
tive to these companies—a tendency which continued throughout the 
depression. When the war preparations commenced in 1940, over 19 
per cent of the assets of the major 49 companies was in “governments”; 
by 1944 the percentage had increased to 44 and in 1945 US. securities 
constituted 47 per cent of admitted assets. These data are shown in 
more detail in Table II. 
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TABLE II.—CompParison OF UNITED STATES GOVERNMENT BONDS OWNED WITH TOTAL 
Assets OF 49 LEGAL RESERVE LIFE INSURANCE COMPANIES: 
1929-1945 
(Amounts in Millions of Dollars) 


ee 








Total Ownership Per Cent Bonds 





Year Admitted U. S. Government to Total 
Assets Bonds Assets 
1929 $16,002 $ 316 2.0% 
1930 17,247 303 1.8 
1931 18,411 356 1.9 
1932 18 ,988 421 3.2 
1933 19,259 805 4.2 
1934 20,110 1,738 8.6 
1935 21,385 2,722 12.7 
1936 22 ,900 3,692 16.1 
1937 24,142 4,363 18.1 
1938 25,495 4,646 18.2 
1939 26,847 5 ,063 18.9 
1940 28,249 5,493 19.4 
1941 29 ,937 6,414 21.4 
1942 31,884 8,739 27.4 
1943 34,400 11,698 34.0 
1944 37,265 15,277 41.0 
1945* 40 ,600 18,900 46.6 





Data taken from Proceedings of the Thirty-sixth and Thirty-seventh Annual Meetings of 
The Association of Life Insurance Presidents, New York, New York, December 11, 1942 and 
December 2 and 3, 1943, pp. 18, 20, and secured by letter from Statistical Department of 
the Association of Life Insurance Presidents. 

* Estimated. 


Holders of Public Debt 


No additional data need be cited to indicate the tremendous im- 
portance government securities have assumed in the economic and 
financial life of the people and institutions in the nation. The debt, 
moreover, is widely distributed among them, but with marked concen- 
tration of ownership so far as financial institutions are concerned. They 
have become the rentier group to which primary payment of principal 
and interest will in the future have to be made. In August, 1945, when 
the total interest-bearing debt was $261,261,000,000, almost 43 per 
cent of the aggregate was owned by banks, including the Federal Re- 
serve System end mutual savings banks; 8.2 per cent was held by 
insurance companies; 10 per cent by Federal agencies and trust funds. 
The balance—38.9 per cent—was held by other corporate and indi- 
vidual investors, The amounts of the respective holdings are also 
shown in Table III. These distributions hold clues to many future 
problems relative to the payment or management of the debt. 

Perhaps the most crucial problem of debt management revolves 
around the holdings of the commercial banks.** In the future, when 


*In August, 1945, the commercial banks owned $84,500,000,000 of the $261,261,000,000 
interest-bearing U. S. securities—32.3 per cent of the total. Ibid. Cf. “The crux of the 
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TABLE IT].—Ownersuir oF U.” . INTEREST-BEARING SECURITIES, 
Avucust 31, 1945 7 





Amount Owned Per Cent 














Type of Investor (in Millions of 

of Dollars) Total 

Commercial] Banks $ 79,049 30.3% 
Savings Banks* 10,392 4.0 
Federal Reserve Banks 22,530 8.6 
Insurance Companies 21,555 8.2 
U. S. Agencies and Trust Funds 26,153 10.0 
All other investors 101 ,582 38.9 
Total $261,261 100.0 





Data taken from Treasury Bulletin, November 1945, p. 49, and Federal Reserve Bulletin, 
November 1945, p. 1138. 


* Includes mutual savings banks and stock savings banks. 


non-bank holders sell Federal securities in the open market, large 
quantities will probably be purchased by commercial banks, so far as 
they are eligible to own them. Other financial institutions, including 
the Federal Reserve Banks, will probably also acquire additional 
amounts. The commercial banks may be expected to add to their ‘hold- 
ings if, during the proximate years of peace, the national government 
covers its fiscal deficits by borrowing. It cannot be assumed that be- 
cause the war has ended deficits have likewise stopped. Without at- 
tempting to predict the course of future Federal finances or espouse 
any definite fiscal policies, it may be said that numerous Treasury 
deficits are likely to recur in the years ahead. Some may be inten- 
tionally planned, others may be entirely unforeseen. To meet them the 
Treasury will have to rely in increasing degree, in the future, on 
security sales to private financial institutions. It is unlikely if popular 
bond-subscription drives can be utilized in peacetime to cover ordinary 
or casual deficits. The drive technique will be reserved for emergencies, 
but tap issues and savings bonds may always be available. Neverthe- 
less banking and other financial institutions are and will continue to 
be the normal subscribers and underwriters of Federal securities. If 
the debt continues to grow during peacetime, or if non-bank owners 
sell, bank ownership of debt instruments can be expected to increase. 
On the other ° «nd, if these institutions have also to supply simultaneous 
credit needs of private industry they may sell “governments” on the 
open market, may refuse to renew subscriptions as issues mature, or 





Federal debt management problem, for at least the next decade, will be the position of 
the commercial banks, the volume and character of the Government securities that the 
course of events will lead them to hold, and the rate of return on such securities that the 
Treasury will pay.” Charles C. Abbott, “Commercial Banks and the Federal Debt,” 
American Banker, Vol. CX, No, 226 (Reprint), p. 2. 
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they may use Federal securities as the basis of loans from the Federal 
Reserve System. They have already sold the “Fed” the bulk of the 
Treasury bills and a considerable share of the certificates of indebted- 
ness issued during the war.’* The ability of the banks to secure funds 
for credit expansion by the sale or discount of government securities 
makes it difficult for the Reserve System to use the controls now at its 
disposal to prevent the generation of inflationary tendencies. The 
banks, as the rules now stand, can expand their credits whether the 
central banking authorities like it or not. 

This potential ability of the banking system to feed an inflationary 
boom adds an additional force to the other factors already lurking in 
the present situation. The continuation of fiscal deficits, the shortage of 
civilian goods, the unused backlog of savings and pent up purchasing 
power, the store of available personal credit, the accumulated demand 
for consumer’s goods of every kind, the cost-increasing propensities 
of labor demands, the premature relaxation of rationing and allocations 
for various materials, as well as the reactions against wartime controls, 
all contribute to the danger of postwar inflation. Some of these factors 
are beyond the reach of monetary mechanisms but certain it is that 
these authorities cannot vacate their responsibility for trying to sta- 
bilize prices and the level of activity within the economy. And even if 
deflation rather than inflation should come, the responsibility is not 
lessened. Nor would deflation end the problem of debt management for . 
the Treasury, in order to help overcome deflationary tendencies, would 
doubtless put more and more securities in the banks as it covered its 
deficits by loans. Thus, irrespective of the course of trade cycle, the 
ownership of Federal securities by the banks is now the central problem 
in debt management. 


Debt Repayment 


At the present time it looks as though there will be little net debt 
redemption within the next generation. Substantial reductions will be 
costly—far too costly it appears for taxpayers to desire debt redemp- 
tion in preference to reduction of current taxes. For example, to retire 
a $250,000,000,000 debt in 30 years, by sinking fund methods, would 
require a fund of $6,162,000,000 per annum to which must be added 
interest payments of $5,000,000,000 annually, making a total debt- 
service charge of $11,162,000,000 per year. The effective interest rate 

“On August 31, 1945, Treasury bills outstanding amounted to $17,038,000,000 of which 
$13,254,000,000, or 78 per cent, were held by Federal Reserve Banks. Certificates of In- 
debtedness outstanding on that date were $34,430,000,000 of which $6,400,000,000, or 
18.6 per cent, were held by Federal Reserve Banks. On June 30, 1944, the Federal Reserve 
Banks held but $3,382,000,000, or 11.7 per cent, of the outstanding certificates of indebted- 


ness. Over time the amount and percentage of these holdings have been increasing. Cf. 
Federal Reserve Bulletin, November, 1945, p. 1138. 
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assumed in this and other illustrations here given is 2 per cent. If 20 
years is selected as the retirement period the total charge jumps to 
$15,289,000,000 per annum. If a longer period is selected the an- 
nual charges may be reduced. It will cost $7,956,000,000 to retire a 
$250,000,000,000 debt and meet annual interest costs within 50 years. 
If 100 years is selected, the annual debt charge is $5,801,000,000. It 
should be remembered, however, that this is only arithmetic. The 
economic and political arithmetic of the problem is, however, that the 
longer the amortization period selected, the greater the certainty that 
the net debt reduction will be negligible. Other generations than our 
own have different ideas concerning debt repayment; other and distant 
years may bring conditions under which debt expansion rather than 
reduction will be the order of the day. If there is to be net debt reduc- 
tion, the period for amortization must, on the average, be short. 

Since little reduction can be accomplished over a long-extended 
period and since the cost of redemption in a short space of years is 
high—or seems so from the figures cited—so high that taxpayers seem 
certain, on the whole, to prefer tax reduction now to debt redemption 
in the years immediately ahead, the next alternative which suggests 
itself is the retirement of only a portion of the debt. How large that 
portion should be depends upon the beliefs of the proponents of retire- 
ment and is fixed primarily by notions as to the volume of taxation to 
be “suffered.” One of the advocates of partial retirement thinks that 
one billion dollars per year devoted to paying off the debt, exclusive 
of interest, would meet the situation “as something to start on.”*° 
Such token payments would extend the debt redemption process over 
275 to 300 years depending upon the size of the debt.”* It is unrealistic, 
indeed, to talk about paying off the debt year after year at the rate of 
a billion dollars per annum, although in certain years that might be 
an appropriate payment.’ It should be clear that if a real reduction 
in the national debt is to be accomplished in the years ahead, the pay- 
ments will have to be much larger and the resulting amortization period 
will have to be comparatively short. Otherwise the plans may be upset 
by domestic or international strife, or even by recurring depressions. If 
the debt is only to be whittled at, it is better not to divert the national 
energies and attention from the important tasks of management. 

This conclusion may be distressing to many Americans who believe in 
the inherent virtue of redemption of public debts, and who proudly 
cite the record of the United States in reducing its indebtedness from 

** Cf. Fred R. Fairchild, “The National Debt,” Bulletin of the National Tax Association, 
Vol. XXXI, No. 2 (Nov., 1945), op. 57-59. 

“It should be observed that the illustrative debt charges cited in immediately preceding 
paragraphs did not provide for retirements of the debt in excess of $250,000,000,000. 


* The reduction could be accelerated, of course, if interest savings were applied annually 
to the reduction of principal. 
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previous wars. Even so, substantial reductions in the Federal debt 
during the next few decades seem to be a remote possibility. We must 
rather find our consolation and pride in the wise management of the 
national obligations. 


Conflicts in Debt Management 


Even in the management of the debt there are important conflicts 
of interests among the parties involved. Private holders desire liberal 
interest payments and ready convertibility of securities into cash. The 
non-marketable issues are redeemable at fixed prices, funds for which 
must be secured either by taxation or new borrowing. The holders of 
marketable securities hope that the market may be supported, or other 
arrangements made, so as to prevent capital losses from accruing to 
owners who sell prior to maturity. They also hope that the guarantee 
against capital losses may be secured without bringing about reduc- 
tions in the rates of interest paid. The Treasury should probably be 
little concerned with the price of its securities before maturity—why 
should it be—-for non-marketable issues with guaranteed redemption 
values have been made available to purchasers with limited means, and 
to those who may be unlikely to hold to maturity. On the other hand, 
the Treasury may be induced to exhibit concern over the daily price 
of its securities, should market prices fall, by arguments that declines 
below par may affect the confidence of citizens and holders in the ulti- 
mate worth of government issues. Price declines give speculators an 
opportunity to urge market-maintenance policies upon the Treasury 
so as to enable the proponents to keep liquid without loss and to invest 
in high-rate long-term obligations which are, through the price pegging 
policies, made the practical equivalent of cash. The advance of prices 
above par may not bring forth the same concern from inexperienced 
owners, or from the Treasury, but the consequences of speculation may 
in extreme cases be disastrous. 

This situation can be met by conversions to lower-yield securities, 
by open-market selling, by new offerings to absorb speculative funds, 
not to mention resort to other techniques. But one thing is of vital con- 
cern to the Treasury and that is so to manage its debt as not to con- 
tribute toward inflation, and if possible to set up counter pressures to 
prevent inflation. The Federal Reserve System joins the Treasury in 
this objective. Both agencies want stability of prices for all goods and 
services, as well as stability of prices for government bonds. At times, 
however, a choice between these may have to be made. Then, general 
economic stability ranks ahead of stability in bond prices. 

The Reserve System, as you recall, was set up, among other things, 
to exercise price controls via bank reserves and discount rates; but 
under present conditions, as has been indicated, it can not make these 
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controls effective."* The Treasury can utilize—with the consent of 
Congress—various tax measures to check inflation. But the current 
desire to keep taxes at a minimum may limit the effectiveness of pos- 
sible fiscal controls. The Treasury desires also to keep interest rates 
on the public debt as low as possible—again to minimize taxes—and 
this “easy money policy” may augment the drift toward inflation, as 
well as run counter to attempts by the Reserve System to check 
expansion of private credits by forcing up private interest rates. What 
the Treasury does with respect to interest rates on the public debt may 
have an important influence on the course of the economy in coming 
years. The adoption of certain policies may, in theory, bring the 
Treasury into conflict with the Federal Reserve System, though each 
authority in its own sphere is endeavoring to act in the national interest. 
This possibility of conflict may, of course, never eventuate, but that it 
could happen adds strength to arguments for keeping the Treasury and 
the central bank as independent agencies and tends to promote the 
development of wise policies by each. 


Interest Burdens 


As citizens and taxpayers we can easily understand the desire of 
the Treasury to minimize interest costs on the public debt. Treasury 
reports indicate that interest on the public debt rose from approximate- 
ly $1,000,000,000 in the fiscal year 1940 to $3,600,000,000 in fiscal 
1945.’* The interest cost on a debi of $24,000,000,000 in 1920 was only 
$20,000,000 less than the interest paid on a $42,000,000,000 debt in 
1940.” The ability to carry a greatly increased debt with but a slight 
increase in interest payments is a reflection of the general decline in 
interest rates since 1920 and of the expansionist policy fostered by the 
Treasury and the Federal Reserve System since the early years of the 
1930 depression. The computed rate of interest on the Federal debt 
has declined steadily since 1921. In that year the rate was 4.339 per 
cent;** by 1940 it had fallen to 2.518 per cent,”* and by the end of 
August, 1945 it was 1.945 per cent.** During this period other long- 
term rates tended to decline, but no small part of the interest savings 
on the public debt have come from the increased use of short-term 
paper. 


There may be some reason to wonder whether central banking controls can again be 
made effective. Cf. Williams, John H., “Federal Budget: Economic Consequences of 
Deficit Financing,” American Economic Review, Vol. XXX, No. 5, pp. 54-55 (Feb., 1941). 

* Cf. Treasury Bulletin, October, 1945, p. A-6. 

* Annual Report of the Secretary of the Treasury, 1944, pp. 529-30, 627. 

* Ibid., p. 713. 

* Ibid. 

* Treasury Bulletin, October, 1945, p. 27. The rate on the public debt and guaranteed 
obligations was 1.943 per cent; the rate on the guaranteed obligations alone was 1.251 
per cent. 
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In spite of the marked decline in interest rates, the relative and 
absolute burden of debt, measured by interest payments, has greatly 
increased during World War II. Between 1940 and 1945 (fiscal years) 
interest payments increased 248 per cent although the gross debt itself 
rose by 502 per cent. Meanwhile the rise in national income was only 
102 per cent. The relative burden of the debt is, thus, much heavier 
than in the days preceding World War II. The data on which these 
ratios are based are shown in Table IV. This table also shows that 
the ratio of interest payments on the public debt rose from 1.34 per 
cent of national income in 1940 to 2.30 per cent in 1945. The table, 
likewise, brings out how the relative burden of interest rises and falls 
as the aggregate of national income increases or declines. These ratios 
add testimony to the desirability for maintaining a high level of income 
in the future and give force as well to the desire of the Treasury to 
keep down interest costs on the public debt. 


TABLE IV.—INTEREST ON THE FEDERAL DEBT IN RELATION TO NATIONAL INCOME 
(Amounts in Millions of Dollars) 











Ratio of Interest 
National Gross Public Interest on on Public Debt to 
Year Income! Debt? Public Debt? National Income 
(Per Cent) 
1920 $ 69,700 $ 24,299 $1020.2 1.46% 
1929 83,326 16,931 678.3 81 
1932 39,963 19 ,487 599.3 1.50 
1940 77 ,574 42 ,968 1040.9 1.34 
1941 96,857 48 ,961 1110.7 1.15 
1942 121,568 72,422 1260.1 1.04 
1943 147 ,927 136,696 1808.2 1.22 
1944 160,700 201 ,003 2608.9 1.62 
1945 157 ,000 258 ,682 3617.0 2.30 





1 Estimates of Department of Commerce, Survey of Current Business, April, 1944, p. 15; 
ibid., September, 1945, p. 18. Data for 1920 taken from Hoffenberg, ‘‘Fstimates of National 
Output, Distributed Income, Consumer Spending, Saving and Capital Formation,” Review 
of Economic Statistics, Vol. XXV, No. 2 (May, 1943), p. 156. 

2 Annual Report of the Secretary of the Treasury, 1944, p. 664; Treasury Bulletin, October, 
1945, p. 3. 

3 Annual Report of the Secretary of the Treasury, 1944, pp. 529-30; Treasury Bulletin, 
October, 1945, p. 2. 


Reduction of Interest Burdens 


How can these costs be minimized without at the same time creat- 
ing other adverse tendencies, such as adding to the danger of inflation 
or credit expansion, for the economy as a whole? 

The Treasury has, particularly in the last decade, endeavored to 
keep down the aggregate payments for interest, first in order to 
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minimize resistance to recurrent deficits, then later to avoid tax in- 
creases made necessary by enlarged borrowings. The expansion of 
short-term loans was the first step.** When the war came, the Federal 
Reserve Banks pledged themselves to support the market for U.S. 
Securities and to create the reserves needed by the banking system to 
assure the successful financing of the war.** Changes in reserves were 
adopted, bank purchases of “governments” increased.”* Option arrange- 
ments were set up to facilitate the sale of Treasury Bills at par to the 
Reserve Banks;* certificates of indebtedness were purchased by the 
Reserve System when necessary. Differential discount rates for ad- 
vances secured by U.S. securities were also established.** War Loan 
Accounts were set up in the commercial banks to facilitate transac- 
tions with and on behalf of the government against which accounts 
neither reserves nor deposit insurance had to be carried.*® This made 
credit creation a certainty and an easy process. In short, the Reserve 
System did everything possible to facilitate the financing of the war 
on a low-cost basis, an operation which one writer has called “a two 
per cent war.”*° The penalties in the form of nominal interest paid to 
those who prematurely redeem non-marketable bonds also kept down 
the interest burdens.** A by-product of these policies, of course, was 
the fact that during the war, in spite of the varying maturities for 
different types of paper, all Federal issues were practically the equiva- 
lent of cash, and almost equally liquid. 

Many banks invested in Treasury bills only to resell the bulk of them 
to the Federal Reserve Banks. Some took on larger investments in the 
higher-yield certificates of indebtedness and purchased as many 2 per 
cent ten-year bonds as they were allowed to buy, absorbing also, 
through market operations and private purchases, large volumes of 
2% per cent or similar issues.** As the Treasury moved in the direction 
of issues with shorter maturities and lower yields, the banks sought to 
offset this trend and to protect their earnings by lengthening the maturi- 

* Cf. Leland, “Short-Term Debt, the Banks and the Future,” Sixth Annual Minnesota 
Bankers Conference, University of Minnesota, Minneapolis, Feb. 13, 1945. 


* Cf. Thirtieth Annual Report of the Board of Governors of the Federal Reserve System, 
1943, p. 12. 

* Twenty-ninth Annual Report of the Board of Governors of the Federal Reserve System, 
1942, p. 17. 

* Ibid., pp. 14, 16; Annual Report of the Secretary of the Treasury, 1942, p. 25. 

* Cf. Federal Reserve Bulletin, November, 1945, p. 1114. 

* Act of Congres, April, 1943. See Annual Report of the Secretary of the Treasury, 1943, 
p. 79. 

* Paul A. Samuelson, “The Effect of Interest Rate Increases on the Banking System,” 
American Economic Review, Vol. XX XV, No. 1 (March, 1945), p. 26. 

"For example, note schedule of redemption values on Series E Savings Bonds. 

* The eligibility of banks to purchase various Federal obligations was discussed in Leland, 
“The Impact of the National Debt Upon Banks and the Capital Market” Commercial and 
Financial Chronicle, Vol. 162, No. 4410, p. 634 (August 9, 1945). 
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ties in their portfolios. Nevertheless for the banks as a whole there has 
been little change in average maturities of holdings of public market- 
able securities and little change in the average rate of return on govern- 
ment issues.** 

Whereas short-term “governments” were, for a time, the principal 
secondary reserves of commercial banks, it soon became plain that any 
government securities, so long as the Reserve System was pledged to 
support the market, could be thus utilized. It became possible for the 
banks to secure both liquid investments and “high-rate” returns—of 
not over 24 per cent as a maximum on a few securities and of 1% 
per cent as an average**—from these practically riskless assets.*° The 
government, on the other hand, gets almost nothing from the commer- 
cial banks in return for interest payments in excess of the short-term 
rate, once it has made its long-term issues as liquid and as free from the 
possibility of capital loss as the short-terms. To this extent, therefore, 
the Treasury in financing the war did not exploit its dominance of the 
investment market as fully as it could have been done; nor did it bor- 
row, in theory at least, at the lowest possible rate.** 

This is no criticism of commercial banks; nor is censure directed at 
the Treasury. The banks patriotically, and with profit, subscribed to 
the offerings of the Treasury to the fullest possible extent. They also 
sold Federal securities to individuals and business firms, helped make 
effective payroll reduction schemes for the purchase of war bonds and 
in a variety of ways did everything they could to make the financing 
of the war a success. Had more securities been made available for bank 
ownership, they would have been purchased—by credits specially 
created, if necessary. Wisely the Treasury endeavored to hold bank 
financing to a minimum so as to avoid the creation of additional pres- 
sures for inflation. But even so, such credit creation as took place has 
created inflationary propensities for the future, and has made debi 
policy an important present problem both for the Treasury, the Reserve 
System and the rest of us. 

The banks as the primary holders of the debt are in an unenviable 

* Monthly Review of Credit and Business Conditions, Federal Reserve Bank of New 
York, Vol. 27, No. 10, p. 75 (October 1945). 

“Cf. Discussion of “Bond Interest and Bank Earnings” infra. 

* Cf. Paul A. Samuelson, “The Turn of the Screw,” American Economic Review, Vol. 
XX XV, No. 4 (Sept., 1945), p. 675. 

* Cf. “In truth, the United States Treasury and Federal Reserve System have missed 
a great opportunity. This is a 2 per cent war. It should have been a one-per-cent war. 
Literally, nobody has argued that the interest rates offered have had any substantial effect 
upon private consumption or investment in a war world of direct controls and inflationary 
gaps. They may have had some minor effects upon the form in which wealth is held,.. . 
I hope I am giving away no secret when I say that the American authorities have in this 


(fortunately relatively unimportant) sphere pursued an uninspired policy whose full im- 
plications will be felt for a long time to come.” Samuelson, loc. cit. pp. 26-27. 
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position. If they expand credits which lead to speculative excesses or to 
price inflation, they will become targets both for increased administra- 
tive regulation and restrictive legislation. If they continue to be the 
recipients of large payments of interest on public debts based primarily 
on bank-created credit, involving small actual cost to them, they can 
expect adverse reactions from taxpayers, increased demands for low- 
ered charges on public borrowings, and a flood of protests in Congress 
against them as institutional rentiers. Whatever happens, public reac- 
tions may be adverse to the commercial banks; they are apt to be 
blamed for creating conditions either beyond their control or which 
they have not proximately caused. In their own interest they, too, 
should give thought to the way the bank-owned debt should be man- 
aged. 


Discharge of Banking Functions 


In the predictable future there is not the slightest doubt that the 
commercial banking system is in a position both to continue to finance 
the government and to provide the rest of the economy with its legiti- 
mate credit requirements.*’ On the other hand, there is the danger that 
banks, in considerable numbers, may sell government securities in order 
to secure funds to loan other borrowers offering more attractive rates 
of interest. Or, if sales are not made, banks may rely upon the dis- 
counting facilities available at the Reserve Banks so as to expand 
credits. This latter procedure may be controlled by the Reserve Banks 
but short of moderate changes in requirements as to reserves, the 
banking authorities can do nothing, under present laws, to force the 
banks to hold their large investments in U.S. securities. Nor can the 
Reserve Banks do more than persuade their members to renew sub- 
scriptions to maturing Federal issues. If they do not—added funds are 
available for other loans, funds which the government must secure 
from other lenders. 

On the other hand, there is a danger that some banks, however few 
in number, enjoying the fruits of substantial interest payments by the 
United States, and lured on by the possibility of long-continued interest 
payments may prefer to “clip government coupons,” so to speak, than 
to continue to assume the customary commercial risks.** This danger 
is increased both as banks are able to invest in the higher-rate long- 
term “governments” and as liquidity is assured by a guaranteed mar- 
ket for these investments. The reality of this danger depends upon the 
need for private capital, upon the zeal developed for profits, as well 
as upon psychological reactions of bankers, in the years ahead. 


* Cf. Leland, “The Impact of the National Debt Upon Banks and the Capital Market,” 
Commercial and Financial Chronicle, Vol. 162, No. 4412, p. 753 (Aug. 16, 1945). 
* Ibid., p. 754. 
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THE GOVERNMENT, THE BANKS AND THE NATIONAL DEBT 
Bond Interest and Bank Earnings 


Whether the banking system will voluntarily aid the Treasury in 
reducing the carrying charges on the public debt is difficult to predict. 
From the point of view of the banks themselves the question is whether 
they can afford not to reduce the cost of credit creation to the public 
treasury. This credit-creating power, lodged under the trusteeship of 
the banks, is fundamentally a government function to be exercised for 
the common good. When the people, through their government, borrow 
from themselves, through banks created by the government, the cost 
of such borrowing is a matter of national concern. The interests of the 
banks bend to the interests of the group of which they are a part. 

As of August 31, 1945, commercial banks held slightly over 30 per 
cent of the outstanding interest-bearing debt.*® Thirty per cent of the 
interest paid on the public debt during the fiscal year 1945 (ended on 
June 30, 1945) would amount to $1,085,000,000. The exact interest 
paid to various holders of the debt is not available and this estimate 
exaggerates the amount of such payments to commercial banks.** On 
the basis of data on bank earnings for the first half of the year 1945, 
bank earnings from all securities would be about $1,027,000,000, if 
converted to a comparable fiscal year basis.** In calendar 1944, when 
total interest payments on the debt were $3,001,806,000,** the banks 
were paid approximately $884,540,000 for the credits created primarily 
to finance the war.** This was 29.5 per cent of total interest payments 
made by the Treasury. It was, however, 47.7 per cent of bank earnings 
for the year; yet it constituted by far the most important single source 
of earnings and a larger part of bank earnings than ever before. As a 
matter of fact, interest and dividends on securities were more than 
double 1929 returns from this source, and this in spite of the fact that 
the average return on bank investments was 4.7 per cent in 1929, and 


* See Table III, supra. 

“Total interest on public debt for fiscal 1945 was $3,617,000,000. Treasury Bulletin, 
November 1945, p. 2. 

“The cost to the Treasury is not the same as the return to the Banks, Many of the 
bank investments were purchased on the market at a premium. Cf. Monthly Review of 
Credit and Business Conditions, Federal Reserve Bank of New York, Vol. 27, No. 10, 
p. 75 (Oct. 1945). 

“Member bank earnings from securities amounted to $960,000,000 in 1944 and to 
$547,000,000 in the first half of 1945. If half of the former is added to the latter, to convert 
to a fiscal year estimate, the total is $1,027,000,000. Cf. Federal Reserve Bulletin, November 
1945, p. 1106. 

* Daily Treasury Statements 

“This figure was obtained by apportioning to interest on U. S. securities 92.16 per cent 
of the interest and dividends on securities received by member banks, Total securities 
held were $65,455,000,000; U. S. securities were $60,324,000,000, or 92.16 per cent of the 
total. Earnings from interest and dividends on securities amounted to $959,787 ,000; 92.16 per 
cent thereof was $884,539,699. Cf. Federal Reserve Bulletin, May 1945, p. 491. 
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only 1.5 per cent in 1944.*° Such a return few people would call exces- 
sive. In 1944, banks with a capital of $6,712,000,000 loaned the United 
States government $60,324,000,000 for a charge of about $884,540,000. 
Total bank expenses in that year were $1,127,000,000—85 per cent 
covered by interest payments on U.S. securities. This seems like a high 
price to pay for the manufacture of credit for use of the government 
under powers granted by that same government. The price seems too 
great, in the bargain, for making relatively riskless loans. But it must 
be added that it is only fair that the government should pay a part of 
the cost of operating the currency, check clearing and credit mech- 
anisms of the banking system. These services are vital to the govern- 
ment as well as to citizens and their enterprises. What the Federal 
contribution should be is a public policy question, but it should be 
decided as a distinct issue and not wrapped up as a subsidy disguised 
under the payment of interest on the public debt—unless it is decided 
that this is the best way to accomplish that purpose and unless it is 
generally realized that this is being done. The claims of other social 
institutions for interest-subsidies need also to be considered. 


Aims of Debt Management 


In the managemeut of the debt, the Treasury is dominated by two 
motives: (1) to prevent inflation or deflation—in other words, the 
stabilization of the economy; and (2) minimizing the carrying cost of 
the debt consistent with assuring the credit standing of the government. 
The Federal Reserve System is also interested in the attainment of 
these objectives. It will have a weather eye, too, on the welfare of bank- 
ing institutions and the way they perform expected functions. Both 
agencies, therefore, are vitally concerned with preventing the bank 
ownership of governments from adding fuel to the lurking potential 
dangers of inflation via monetary expansion. 


Curbing Inflation 


The tools at the disposal of the Treasury for curbing inflation are tax 
policies, expenditure reductions and debt management. Taxes now seem 
to be in process of rapid reduction and whether they could be quickly 
increased to meet inflationary dangers may be doubted. Expenditure 
reduction is liquidating the wartime machine and that will help; but 
once expenditure levels are stabilized, little additional reduction will be 
possible even for cyclical gains. Perhaps debt management may become 
the most important remaining tool for countering inflation. 

The Federal Reserve Board can change discount rates, raise bank 

“ Banking and Monetary Statistics, Board of Governors, Federal Reserve System, 1943, 


p. 264; Federal Reserve Bulletin, May 1945, p. 498; Ibid., Nov. 1945, p. 1106. The annual 
rate of return on securities remained at 1.5 per cent during first half of 1945. 
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reserve requirements of member banks and carry on open market 
operations in Federal securities. It can abandon the support of the 
market for government issues which it has effectively maintained dur- 
ing the war. This latter reversal of policy would permit the market 
rates on “governments” to find their own level and if all “governments” 
were not equally liquid, the banks might turn from a preference for 
long-terms to securities with shorter maturities. This would tend to 
reduce bank earnings and might lower the computed interest rate paid 
on outstanding issues, if the relative volume of short-terms was thereby 
increased; but this would not help the Treasury in meeting its maturity 
problems, nor reduce the inflation potential. It would, in addition, 
subject the Treasury to increased dangers from renewals as short- 
terms replaced issues with longer maturities. This policy would also 
increase the independence of banks. When they wanted to increase 
cash they would only have to refuse to renew subscriptions to maturing 
issues. The Treasury would have to pay them and secure new funds 
elsewhere. 

Nor would payment of outstanding issues solve the problem. The 
deflationary effect of taxes imposed for the purpose of retiring debt 
would be salutary—the heavier the personal taxation, if properly 
spread, the greater its anti-inflationary force. But if the proceeds were 
immediately paid over to holders of the debt, the funds placed at their 
disposal might easily feed speculative booms or add to the volume of 
the then current spending, or by investment or spending cancel the 
effect of the taxes imposed for debt redemption. All of which argues for 
the imposition of taxes for debt repayment during booms but with 
actual repayments deferred until depressions occur at which time the 
increased payments would be most beneficial to the economy. If, how- 
ever, debt payment should be attempted during inflationary periods, 
or periods tending thereto, non-bank holders will receive cash for 
spending or reinvestment, while banks will be able further to expand 
their credits. The saving feature of the repayments may well be the fact 
that the deflationary effects of the necessary taxes may not be com- 
pletely offset by the delayed debt repayments. A gain in the future 
would come from a reduction of taxes for interest. If the payments, 
however, were made with borrowed money, the current result would be 
inflationary. 

So it appears that both the Treasury and the Federal Reserve Board 
must give increasing attention to the accumulation of government 
securities by commercial banks, as well as to the type of securities held. 
Since the marketable securities owned by the banks can be used at their 
discretion to support a substantial credit expansion, a way must be 
found to eliminate this potential danger. As various issues mature, the 
Treasury can, of course, offer the banks new issues redeemable in case 
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of need, or subject to discount at the Reserve Banks, but otherwise not 
freely marketable. The banks would have to be willing voluntarily to 
accept them and this process of exchanging securities at maturity would 
be spread over many years. There would be no uniformity in the treat- 
ment of banks. How each bank would be affected would depend upon 
its own investment portfolio. This suggestion does not seem to meet 
the current problem either from the standpoint of the banks or the 
Treasury. Nevertheless, irrespective of what else may be done to solve 
the central problem involved in the bank ownership of governments, 
the Treasury will change the form and terms of issue of new offerings 
given in exchange for maturing series whenever it feels it is advanta- 
geous to do so. This is one of the criteria of wise debt management. 

In the process of managing the debt, the Treasury may shift from 
long-term high-rate obligations to short-term low-rate securities as suc- 








cessive issues mature.** This will lower the average interest rate but it 
will also necessitate the frequent renewal of obligations, making the 
Treasury more and more subject to the vagaries of the money market, 
and the dangers flowing from inflationary tendencies. And should the 
commercial banks be reluctant to renew their subscriptions, an em- 
barrassed Treasury would have to turn to individual or institutional 
borrowers or directly to the Reserve Banks for financing. The funding 
of long-term debt with short-terms may be illusory in spite of the inter- 
est reduction achieved. It places the advantage in government financing | 
with private banks rather than with the Treasury. Under present cir- 
cumstances it adds to inflationary dangers rather than minimizing or 
postponing them. 

In the years ahead it is probable that the banks will be the primary | 
holders of the public debt. Consequently, the securities held should be 
of such a type as to negative the credit pressure toward inflation; they 
should be in such form as to facilitate the management of the debt by 
the Treasury and should carry an interest rate commensurate with the 
risks and costs involved. The terms should be of a kind that would 
result from free bargaining where both parties knew all of the prob- 
lems, costs and issues involved. The arrangements should not be in the 
nature of forced loans even though the banks know they will have to 
finance the government for years, and the government knows it has 
ultimate control over the banking laws and could coerce the banks into 
doing its will. Nor should the problem of providing special securities 
be solved by means of special taxes*’ or other arrangements under | 
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“For example, on September 1, 1945 the Treasury refunded 234 per cent Treasury Bonds | 
of September 15, 1945-47 with a 7% per cent certificate of indebtedness. Cf. Treasury 
Bulletin, October 1945, p. A-10. 

Cr. the “Easterday Plan” involving the use of excess profits taxes. The following pam- | 
phlets by P. R. Easterday, Chairman of Board, The First National Bank of Lincoln, | 
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which the banks would be driven to elect the acceptance of some con- 
version scheme which accomplished the desired objectives. 

Rather what is desired is such complete understanding of the fact 
that present bank holdings of “governments” so free the banks from 
central credit controls that in the interest of the nation a restitution 
of controls is essential; that if inflation develops the banks will suffer 
from the aftermath along with everybody else; that the banks, if they 
are to remain comparatively free institutions, can not afford to accept 
as much interest on public loans as they have been receiving, nor per- 
mit the payments to increase; that they will continue to have large in- 
vestments in government obligations for as long into the future as we 
can foresee and that there is a strong probability that the holdings will 
increase both absolutely and relatively in the future. Therefore, as 
interested parties, the banks and the government should endeavor to 
work out an equitable solution—and any solution will doubtless require 
legislation—before parties with smaller interests and less understand- 
ing force the issue or present unsatisfactory remedies. The course here 
suggested requires patriotism, self-sacrifice and courage. 


Two Proposals 


There are two solutions which seem to me to be most profitable for 
consideration: (1) legislation providing a special non-marketable secu- 
rity for bank ownership; ** (2) the payment of outstanding bank-held 
obligations with Federal Reserve credits, and the readjustment of re- 
serve requirements for all banks with the payment of interest on re- 
serve balances. Let us briefly examine each proposal. 


Special Securities for Banks 


If commercial banks are to be given a special security in exchange 
for a substantial portion of the United States obligations they now hold, 
the new issues should be non-marketable but redeemable by the banks 
in case of deposit loss. They might similarly be eligible for discount at 
the Reserve Banks at rates established, from time to time, by the Re- 
serve System. These securities should bear no definite maturity date 
but could be paid at the pleasure of the government. The rate of interest 
paid would be low but would have a close relation to the cost of pro- 
viding credit, or checking facilities, and the riskless nature of Federal 





Nebraska, indicate the evolution of this idea: “A Layman Looks At A 300 Billion Debt and 
Seeks Help from Our Economists” (Aug. 1944); “What Shall We Do With Our 300 Billion 
Debt?” (Sept. 1944); “A 300 Billion Problem,” (Dec. 1944). 

“Such a suggestion, under which the special securities would constitute an additional 
bank reserve, was made by Seltzer, Lawrence H., “The Problem of Our Excessive Banking 
Reserves,” Journal of American Statistical Association, March 1940, pp. 24-36. Cf. also 
Seltzer, “Discussion” in Implemental Aspects of Public Finance, American Economic 
Review, Vol. XXXIV, No. 2, Part 2 Supplement, p. 136 (June 1944). 
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obligations. This rate would apply only to the special non-marketable 
securities the banks would be required to hold. The amount of such 
holdings would have to be fixed by some formula having a definite 
relation to the volume of deposits or the increase in deposits during a 
selected period. For purposes of credit control this percentage could 
be varied from time to time. The interest rate paid could also be made 
to vary as economic conditions changed and as it became desirable to 
cause banks to hold more or less than the minimum reserve in these 
securities. What this plan amounts to is not a freezing of “govern- 
ments” in the banks but rather the establishment of a minimum re- 
serve in government bonds applicable to all banks. It should apply, 
therefore, to all commercial banks rather than merely to member banks 
in the Federal Reserve System. 

An arrangement of this type would tend to reestablish the discount 
rates and reserve ratios fixed by the Reserve Banks, as credit controls 
by the member banks. Both could be changed as conditions required. 
The discounting operations would enable individual member banks to 
acquire cash when needed; the reserve requirements would tend to 
regulate the aggregate volume of credit. By not being required to carry 
all government securities in the special issues, just detailed, the banks 
would retain some flexibility in buying and selling their marketable 
“governments,” but the percentage of securities which could be traded 
in on the open market would be a relatively small part of the total in- 
vestment portfolio—so small, in fact, as not to endanger the general 
stability of prices. This plan, moreover, would reestablish open market 
operations in Federal securities as a credit control mechanism. 

The plan just described resembles, in certain respects, the Treasury 
Deposit Receipt borrowing inaugurated in England in July, 1940.*° The 
proposal is, thus, not completely without precedent. It seems to have 
been operating satisfactorily both for the Exchequer and for the banks. 

Objections to American adaptations of the plan will, however, be 
numerous. Any departure from purely voluntary arrangements may be 
opposed, unless the various parties can come to some agreement as to 
what should be done. Some banks will oppose any program which seeks 
to reduce interest rates, not merely because of possible effects on rates 
to commercial borrowers but also because of the probable reduction 
of long-run earnings. Others may object to a new reserve requirement 
and to the loss of investment flexibility. But in the nature of the case 
the advantages and objections must be weighed with the decision rest- 
ing on the ultimate advantage to the economy as a whole, rather than to 
the government alone. 


“ Cf. “Modern Credit Technique,” The Banker, April, 1942, pp. 11-20. 
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Direct Borrowing from Federal Reserve 


A second suggestion is to permit the Treasury to borrow directly 
from the Reserve Banks whatever funds are required to finance the 
government. In the coming years, therefore, the Treasury would bor- 
row from the Reserve System enough to pay off its obligations to the 
commercial banks. Then to prevent the payments so made, or the 
excess reserves so provided, from being exhausted in credit expansion, 
the Federal Reserve Board would be expected to raise the reserve re- 
quirements of member banks and apply a like requirement to non-mem- 
bers.” On the reserves so required, interest would be paid to help de- 
fray the expenses of the banking system. Both the reserve requirements 
and the interest paid on reserve balances could be made variable at the 
discretion of the Reserve Banks, with Treasury approval, to secure the 
appropriate credit policies needed by the economy. These requirements, 
plus the expenses of the Reserve System, would, or could, determine 
what the Treasury paid the Reserve System for its direct loans. 

The effect of such payments would be to make interest on govern- 
ment obligations more a matter of banking—or credit-creation—costs 
than of market competition with monopoly elements present. To com- 
plete the socialization of interest on the public debt would require the 
reenactment of a franchise tax on Federal Reserve earnings, or the 
adoption of a provision permitting the transfer of surplus earnings to 
the Treasury. Whatever advantage these arrangements possessed would 
eventually accrue to the people whose collective credit was being 
utilized. If at times, it proved to be more costly than the present con- 
tractual system, at least the incidence of the cost could be defended as 
being fair. 

This plan, while it sounds radical, is really only an extension of the 
present system under which the Treasury has sold Treasury bills to the 
banks which, in turn, have sold them to the Federal Reserve Banks. 
The Treasury might as well have borrowed directly from the Reserve 
System in the first place. Open market operations under which the 
central bank purchases government securities—certificates of indebted- 
ness, notes or bonds—operate similarly. At present the Treasury can 
borrow as much as $5,000,000,000 directly from the Reserve Banks” 
but has borrowed only relatively small sums for short terms on a few 
occasions under this law.** The proposal under discussion would simply 

” Any plan to be adopted should apply to all commercial banks. 

* Title 12, U. S. Code Anno., 355. Amendment of December 28, 1945 extended to June 
30, 1946 the power of Federal Reserve Banks to purchase up to $5,000,000,000 in “govern- 
ments” directly from Treasury. 


"On sixteen occasions in 1942 and thirty-nine times in 1943, the Treasury borrowed 
varying amounis as high as $1,300,000,000 direct from the Federal Reserve System on one- 
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extend these borrowings and make them the customary method of 
acquiring funds.”* 

In actual operation, this plan would eventually transfer most of the 
public debt from commercial banks to the Reserve Bank, as purchases 
were effected. This plan will be opposed by many as being merely a 
monetization of the entire public debt; by others as a device for taking 
all brakes off of public borrowing because of the elimination of market 
evaluation of credits; by still others as a means for avoiding debt pay- 
ment at the expense of the monetary system. Some will be sure that the 
plan leads to inflation rather than being a safeguard against it. The 
plan might prove beneficial in operation or it might be a calamitous 
failure. But so can any program of debt management in the years 
ahead. 

Nevertheless this plan and the various “sterilization” schemes to re- 
move the dangers inherent in bank-held government paper need to be 
given serious consideration. Just how to treat bank ownership of gov- 
ernment securities is at the moment, the central problem of debt 
management. The problem needs to be solved in a fashion to avoid add- 
ing fuel to other forces trending toward inflation. Otherwise to the 
credit-creating costs of financing the war will have to be added the 
costs of contributing toward postwar inflation with its inevitable after- 
math of losses and liquidation. This price we need not pay. But to avoid 
it we must develop an equitable preventive program. We can develop 
such a program only by working at it. 
day certificates, “principally to avoid temporary decline in member bank reserves around 
income tax dates.” Due to more adequate Treasury cash balances no such direct borrowing 
took place during 1944 or 1945. Twenty-Ninth Annual Report of the Board of Governors 
of the Federal Reserve System, 1942, p. 16; Thirtieth Annual Report, 1943, pp. 16, 67. 
Annual Report of Secretary of the Treasury, 1943, p. 57; ibid., 1944, p. 67. 

® If it should ever prove necessary or desirable, this plan could be so modified as to make 
it applicable to non-bank holdings. This might involve the transfer of non-bank owned U. S. 
securities to the Federal Reserve System and might be a final step in the monetization of 
the debt. This plan has no connection with the plan described above. Moreover, a discus- 
sion of the monetization of the public debt is so large a topic that its consideration is re- 
served for another occasion. Interested readers should see Simons, Henry C., “On Debt 
Policy,” Journal of Political Economy, Vol. LII, No. 4, pp. 356-61 (Dec. 1944). 
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AN ANALYSIS OF THE 
CERTIFICATE RESERVE PLAN 


By J. H. Ruwwoie, Vice President, and Roy L, Reterson, Asst. Vice President 
Bankers Trust Company, New York 


In recent months several proposals of fundamental importance to the 
future of the commercial banking system have received attention in 
the press, in a recent publication of the Board of Governors of the 
Federal Reserve System, in a report of a Congressional committee, and 
in public discussions. These proposals stem from an analysis of two 
major effects of war financing: the greatly increased size of the public 
debt, and the large amounts of this debt currently held by the com- 
mercial banking system. The various plans advanced to deal with these 
situations are similar in their fundamental objectives and would have 
substantial effects upon the operation of the banking system. These 
plans are matters of immediate concern to bankers, affecting as they 
do, the whole basis of operation of the commercial banking system. But, 
more than this, they are of fundamental interest to the public in gen- 
eral. 

The Proposals 


The Certificate Reserve Plan—The Certificate Reserve Plan was 
first proposed by Lawrence Seltzer of Wayne University in December 
1940 as a method of dealing with the excess reserves then current in 
the commercial banking system. Recently it has been presented, in a 
somewhat revised form, to cope with the present large holdings of Gov- 
ernment obligations in the commercial banks.’ Essentially this plan 
would require commercial banks to hold, in addition to reserves cur- 
rently required by state or Federal regulation, additional reserves 
against demand and time deposits in the form of special Government 
obligations to be known as Reserve Certificates or Reserve Bonds. The 
reserve securities would be received in exchange for Government 
obligations presently held by the commercial banks. Certificate reserve 
requirements equal to approximately 65 per cent against demand de- 
posits, and 50 per cent against time deposits have been proposed. An 
interest rate of 1 per cent has been suggested for the reserve certifi- 
cates. 

Direct Borrowings from the Federal—In a recent address’ Simeon 
E. Leland of the University of Chicago recommended consideration of 
two plans: (1) The Certificate Reserve Plan and (2) a second proposal 
under which the Treasury would borrow directly from the Federal 
Reserve banks the funds required to finance the Government. These 


* Address before the American Economic Association at Cleveland on January 25, 1946. 
* The Commercial and Financial Chronicle, January 17, 1946. 
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borrowings, in coming years, would be sufficient to pay off all Govern- 
ment obligations held by the commercial banks; at the same time, re- 
serve requirements of the latter would be increased so as to absorb the 
payments made, or the excess reserves thus created. On these reserves, 
interest payments would be made to help defray the expenses of the 
commercial banking system. Both the reserve requirements and the 
interest payments on reserve balances could be made variable at the 
discretion of the Reserve banks, with the approval of the Treasury, to 
secure the appropriate credit policies needed by the economy. Thus, 
interest payments on the Federal debt would be primarily a matter of 
banking costs. The reenactment of a franchise tax on Federal Reserve 
earnings, or the adoption of a provision permitting the transfer of sur- 
plus earnings to the Treasury, would complete the “socialization” of 
interest on the public debt. 

High Reserves on Increase in Deposits—A variant of the Certificate 
Reserve Plan would provide that on and after a specified date, all in- 
creases in the demand deposits of any bank would have to be secured 
by a stated high proportion of reserves (perhaps between 50 and 100 
per cent). This plan would not force immediate contraction of the total 
bank loans and investments but would sharply limit the possibility of 
further expansion. 

Ceiling Reserve Plan—Another variant known as the Ceiling Re- 
serve Plan would fix the reserve requirements on additional deposits at 
100 per cent and would provide that the dividing line between deposits 
subject to ordinary reserve requirements and those subject to the 100 
per cent requirement would be determined for each bank by the Re- 
serve authorities according to some method not specified, rather than 
according to the volume of each bank’s deposits on the date the plan 
takes effect. 

Proposals by Dr. Robinson—In a recent publication by the Board 
of Governors of the Federal Reserve System,* Roland I. Robinson of 
the Division of Research and Statistics of the Board listed the follow- 
ing alternative proposals to deal with the large bank holdings of Gov- 
ernment obligations: (1) Require banks to invest an amount equal to 
some proportion ,of demand deposits in a special nonmarketable Gov- 
ernment security redeemable only to meet deposit losses. (2) Require 
banks to hold an amount of a special nonmarketable Government secu- 
rity equal to increases in demand deposits after some base date such 
as December 31, 1939. A variant of this device would be to “freeze” 
holdings as of some recent base date but to permit each bank to vary its 
holdings as it lost or gained deposits. (3) Raise reserve requirements on 
demand deposits of all commercial banks but pay interest on reserve; 


* Volume 3 of Postwar Economic Studies, entitled “Public Finance and Full Employment.” 
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balances. Banks would meet these requirements by selling marketable 
Government securities to the Federal Reserve banks. Robinson does 
not make a specific recommendation in favor of any one plan. 

Committee for Economic Development—The Research Staff of the 
C.E.D. recently endorsed the principles of a “security reserve” system 
and recommended that the Board of Governors of the Federal Reserve 
System be authorized to raise reserve requirements substantially above 
present limits and that Government securities held by banks be counted 
as reserves.* Reserve requirements would be raised sufficiently to ab- 
sorb the “bulk” of the Government obligations which the banks hold, 
and banks would be permitted to hold their reserves either in eligible 
securities or in Federal Reserve balances as they chose. The Federal 
would stand ready to convert eligible securities into reserve balances 
and vice versa. Additional bank lending power could be created by 
Federal Reserve purchases of non-reserve securities, thus providing 
banks with excess reserves. 

Postwar Economic Policy and Planning Committee—The House of 
Representatives Committee on Postwar Economic Policy and Planning . 
recently recommended legislation to enable the Federal Reserve au- 
thorities to increase substantially the reserve requirements against com- 
mercial banks’ demand and time deposits.° No further details are given 
as to the amount of the increase recommended or whether the reserves 
are to be held in Government obligations, or in deposits with the 


Federal. 
* * * 


Unfortunately, detailed plans and specifications for the various pro- 
posals are not presented by their proponents. For the most part the 
advocates content themselves with lengthy analyses of recent trends in 
financing and give only brief statements as to their proposed solutions. 
However, it is clear that most of the plans are designed to increase 
greatly the reserve requirements of commercial banks and to force 
them to hold against these requirements either Government obligations 
or deposits in the Federal Reserve banks (interest-bearing or non- 
interest bearing as at present). More details are available for the 
Certificate Reserve Plan than for the other suggestions; also, Seltzer 
has gone into considerable detail in his discussion of the background 
and objectives of his plan. Consequently, the Certificate Reserve Plan 
will be used as the basis for much of the following discussion. 


*From advance copy of “Jobs and Markets,” released March 1, 1946. 

*See Ninth Report of the Committee pursuant to House Resolution 60 (79th Congress, 
2nd Session, House Report No. 1677). The report states that fiscal and monetary problems 
will be made the subject of a separate report since “effective control over inflationary 
forces is impossible in the absence of strong fiscal and monetary countermeasures.” Action 
is required “to prevent the inflationary threat implicit . . . in the commercial banks’ huge 
ioidings of Government securities from materializing.” (P. 3-4) 
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Additional Features of the Certificate Reserve Plan 


All banks with deposits in excess of “perhaps” $1 million should be 
made subject to the reserve requirements, regardless of membership 
status in the Federai Reserve or Federal Deposit Insurance Corpora- 
tion. The Treasury should be made the depository agent in order to 
avoid jurisdictional limitations to which the other agencies are subject. 
* The reserve certificates would be callable for exchange into like se- 
curities bearing a higher or lower rate of interest, or for final redemp- 
tion, at any time upon four months’ prior notice, by Act of Congress. 
They would have no final maturity date, but would be payable on the 
demand of any bank. Initially, any bank could obtain the certificates in 
exchange for outstanding Government obligations. Afterwards, the 
certificates could be purchased from the Treasury at any time in the 
amounts needed to meet the reserve requirements. Banks with reduced 
requirements would be required to turn in their excess certificates for 
redemption at stated times, such as at the end of each week or month. 

An interest rate of “perhaps” 1 per cent is recommended with the 
suggestion that the rate of interest be fixed by Congress rather than by 
the Secretary of the Treasury. This would avoid charges against the 
latter that rates were too low. If the Federal Reserve System had power 
to fix the rates, it might in turn be charged with treating the banks too 
generously. 

The percentage of reserve requirements might well be left to be 
determined by the Reserve System within limits established by Congress 
and the percentages could vary for different classes of banks and for 
demand as against time deposits, as is now true of ordinary reserve 
requirements. Currently, according to the author, the requirements 
could well be as high as 65 per cent against demand deposits of central 
reserve city banks and moderately lower for other classes of banks, 
with perhaps 50 per cent required against time deposits. The percentage 
should be so fixed as to leave the banks with a small amount of ordinary 
marketable Governments; Federal Reserve credit policy should pro- 
vide the banks with funds with which to purchase more in the market, 
at least in times of market weakness. This provision is designed to 
maintain the wholesaling and retailing functions of the commercial 
banks. 

It is claimed that the present reserve requirements of the Federal 
Reserve System would continue to govern credit expansion. There 
would be no fixed ceiling on the amount of certificates that could be 
purchased from the Treasury. The amount of bank funds available for 
acquisition of Governments would be determined, as now, by the 
ordinary reserve requirements and credit policy of the Federal Reserve 
System. The Treasury could use the proceeds of its sales of reserve 
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certificates for the retirement of other obligations if the cash budget 
were otherwise balanced. 


Basic Objectives of the Plans 


In most of the discussion of reasons for adopting the plans men- 
tioned above, four developments in the financial situation receive pri- 
mary consideration. These developments, all of which arise out of ex- 
pedients adopted in financing World War II, are: the great increase 
in the Federal debt; the necessity for maintaining low interest rates 
for the future; the substantial growth in the amount of liquid assets 
in the hands of the public; and the large volume of Government obliga- 
tions currently held by the commercial banks. Closely related to the 
foregoing is the question, raised by most of the proponents, as to 
whether bank earnings are not too liberal. 

The alleged objectives of the plans may be summarized as follows: 

1. To maintain a level of bond prices and interest rates that will 
make for low-cost financing of the public deft, facilitate refunding 
operations of the Treasury, and provide an environment in which long- 
term capital can be raised by private industry on an economical basis.° 

2. To establish a situation in which effective credit controls could be 
applied by the Federal Reserve System, if required to cope with a con- 
dition of expanding bank credit, without disturbing the stability of the 
Government bond market. 

3. To regulate earnings of commercial banks.’ 

4. To establish a mechanism whereby the Federal Government could 
do large amounts of financing through the sale of obligations directly 
to the Federal Reserve banks. This objective is specifically stated by 
Leland. By the recapture of the earnings of the Federal Reserve banks 
the effective cost of Federal financing could be reduced, even to nom- 
inal amounts on the indebtedness financed through the Federal Reserve 
banks. By reducing the interest rate on the reserve certificates or re- 
serve baiances, the earnings of the commercial banks could be regulated 
and the interest cost of the Federal debt reduced. 


Conflicting Objectives 


The proponents of the plans, in their enthusiasm to make a strong 
case, sometimes advance arguments and objectives that appear to be 


“It is not known what specific interest rates would be favored but an increase above 
present levels would probably be regarded as undesirable. In all probability, lower rates 
would be looked upon with favor. See article by Seltzer in American Economic Review, 
December 1945—“Is a Rise in Interest Rates Desirable or Inevitable?” 

" Specific criteria as to a desirable level of bank earnings are lacking. However, it is be- 
lieved that any increase above the Jevels of 1945 would be regarded as undesirable and that 
a reduction from these levels might well be viewed favorably. 





32 THE JOURNAL OF FINANCE 


mutually contradictory. It may be of interest to point out a few of 
these. 

1. Encourage Loans by Reducing Bank Earnings—lIt is affirmed 
that the willingness of the commercial banks to engage in commercial 
lending operations is reduced by (a) the large earnings on Government 
obligations, and (b) the low ratio of capital funds to deposits. The sug- 
gested solution is to reduce bank earnings. 

Aside from the validity of the contention that commercial banks are 
not actively seeking commercial loans, the suggested cure involves an 
obvious contradiction. If, as is claimed, the low ratio of capital funds to 
deposits is a major deterrent to commercial lending, how will a reduc- 
tion of bank earnings help remedy this situation? Will it facilitate the 
sale of new issues of bank stocks? Will it increase amounts available 
out of earnings for transfer to undivided profits and surplus? If the 
diagnosis be correct, the best way to build up capital funds is to permit 
a high level of bank earnings that will make investment in bank stocks 
more attractive, and will enable the banks to transfer substantial sums 
to undivided profits and/or surplus out of current earnings. 

2. Encourage Bank Lending—Yet Prevent Credit Expansion—The 
Certificate Reserve Plan is supposed to encourage banks to engage in 
commercial lending. On the other hand it is also intended to act as a 
brake on excessive loan expansion. Seltzer contends that under the Plan 
the “individual commercial bank could no longer obtain funds for loan 
expansion through the liquidation of its Governments except in the 
greatly reduced measure in which it would continue to own ordinary 
marketable Treasury obligations.” The latter would be limited to the 
amounts required to maintain the distributing functions of the banks. 
The sponsors of the Plan do not indicate how commercial lending can 
be encouraged by a plan that would make it more difficult for banks to 
obtain funds for loan expansion. Also, if the Certificate Reserve Plan 
were initiated with a flat reserve requirement for a class of banks it 
would penalize those banks in the group that had been most active in 
commercial lending. The latter, having a large percentage of loans, 
would have insufficient Government obligations to meet the reserve 
requirements and might have to reduce loans in order to conform to the 
requirements of the Plan. 

3. Banks Not Lending—Yet Control is Required—The proponents 
of the Plan affirm that commercial banks are not fulfilling their proper 
function (the making of commercial loans) and, on the other hand, 
urge the adoption of a plan ostensibly designed to increase the efficacy 
of control over bank lending. 

4. Restrict Lending—Without Increasing Cost—The proponents of 
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the Certificate Reserve Plan seem to believe, without stating how the 
objectives are to be achieved, that the cost of borrowing is to be kept at 
low levels by a plan that is likely to make bank lending more difficult. 


How Would the Plan Operate? 


The advocates of the Certificate Reserve Plan make bold claims as to 
what it would accomplish. However, nowhere do they show specifically 
how the Plan would operate or how it could achieve the objectives 
claimed for it. This is a serious omission. Convincing analysis requires 
more than a statement of the problems which the Plan is intended to 
solve and claims that it would solve them. The probable operation of 
such a Plan should be spelled out in detail. Only thus can it be deter- 
mined whether in its operation the Plan would achieve its objectives, 
or whether it would give rise to difficulties perhaps more serious than 
those it was designed to cure. In the absence of any clarifying analysis 
of the operation of the Plan by the author, we have attempted to set 
forth some of the more important aspects of its operation and to point 
out some of the difficulties that would follow its adoption. 


Problems Encountered in Introducing the Plan 


Several problems would be encountered in introducing the Plan, 
even before it became operative. While these difficulties may not be in- 
superable, they do raise a question as to the basic soundness of the 
Plan. 

1. Basis of Exchange for Certificates—The initiation of the Plan 
and the resulting exchange of marketable Governments for reserve 
certificates would immediately raise a question as to the basis of the 
exchange to be used. If new certificates were received with a par value 
equivalent to the par value of the marketable securities exchanged, the 
next effect would be to confiscate (on the basis of present market 
prices) the appreciation in value of the securities currently held. In 
many cases, banks have acquired substantial holdings of securities at 
prices in excess of par value. Exchange for equivalent par values of 
reserve certificates would involve a direct loss to the holding bank. If 
current holdings of marketable issues were evaluated at market values, 
for purposes of exchange for reserve certificates, the effect would be to 
increase the amount of the public debt outstanding. The former treat- 
ment would be unfair to the banks; the latter would reduce the interest 
savings to the Treasury. 

Even if the banks were to receive reserve certificates equal (in par 
or stated amounts) to the market values of the Government obligations 
held, they would still be subject to a possible loss of income since the 
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rate earned by the reserve certificates might well be lower than the 
average rate earned on present holdings of Government obligations.* 
This would appear to involve a clear violation of contractual rights. 
While it would be possible to meet this objection by issuing reserve 
certificates in amounts sufficient to yield, for each bank, interest income 
equivalent to the income being realized on the Government obligations 


being exchanged, this would give rise to other complications, especially | 


since certificate reserve requirements are to be expressed as a percent- 


age of deposits. In view of the variation among the banks in the average | 
maturities and cost of, and yields on Government obligations currently | 
held, it would probably be well nigh impossible to develop a basis of | 


RE 


exchange that would be equitable and fair to all the banks. In none of | 


the published materials has the sponsor of the Plan discussed the very 
real and practical difficulties that would be encountered in initiating the 
Plan. 

2. Effects on Banks with Time Deposits—If, as is recommended by 
the author, commercial banks should be required to hold certificate re- 
serves of 50 per cent against time deposits, the banks holding such 
deposits would be very adversely affected by the initiation of the Cer- 
tificate Reserve Plan. These requirements, coupled with lawful reserve 
requirements of 6 per cent, and a 1 per cent return on the reserve 
certificates, would mean that on about 56 per cent of their time deposits 
the commercial banks would earn an average return of .9 per cent. 
Many commercial banks would find it necessary to make substantial 
reductions in the interest paid on time deposits. Time depositors would 
suffer a reduction in income for the benefit of the Treasury, or would 
transfer their deposit balances to other savings institutions not subject 
to the Certificate Reserve Plan e.g., mutual savings banks, the Postal 
Savings System, savings and loan associations, etc. It is not clear why 
commercial banks should be singled out for special adverse treatment 
on their time deposit business while other institutions performing 
similar functions are not so handicapped. 

3. Penalize Banks Active in Lending—Because the Certificate Re- 
serve Plan would require banks to hold reserve certificates in proportion 


to deposits, it would handicap the banks that have been most aggressive | 
in their lending policies (and consequently have a high percentage of | 


earning assets in loans and discounts), and favor the banks with 
relatively large investments in Government obligations. 

In practice, there are great differences among banks in their lending 
and investment policies and in the percentage distribution of earning 
assets among loans, Government obligations and other securities. As of 


®The effects upon interest income would depend upon the average rates being realized 
on obligations turned in for exchange, the rates paid on the reserve certificates, the neces- 
sity of contracting loans in order to comply with the certificate reserve requirements, etc. 
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December 31, 1945, for example, Government obligations averaged 
58.5 per cent of total deposits (exclusive of deposits of foreign 
branches) for a group of the largest New York City banks. However, 
the percentages for individual banks ranged from 47.1 per cent to 73.2 
per cent. If certificate reserve requirements had been established at 
60 per cent, half the banks would have been short of Government 
obligations and would have been forced to dispose of other assets or 
borrow from the Federal in order to acquire sufficient Governments to 
comply with the requirements. If reserve requirements had been 
established at 65 per cent, as suggested for central reserve city banks, 
all except two banks would have been short of Governments. 

The differences that characterize banks in New York City are 
probably even more prevalent in the country as a whole. There are 
great differences in the lending and investing policies of banks, which 
are the product of long development and adaptation to local conditions 
and the reflection of managerial choice. Yet these differences would be 
ignored by the imposition of a blanket percentage reserve requirement. 
It is impossible to reconcile the practical effect of the Certificate 
Reserve Plan (penalizing banks that are most active in the lending 
business) with the stated objective (encourage banks to do more 
commercial lending). The effects of the Plan on the lending operations 
of commercial banks are of prime importance to an evaluation of the 
Plan and are worthy of further examination. 


How Would the Plan Affect Loan and Deposit Expansion? 


One of the stated objectives of the Certificate Reserve Plan is to 
increase the incentives of commercial banks to engage in commercial 
lending. According to its author: “The continuance of the commercial 
banks as private institutions does not rest upon their ability to buy and 
own Governments and to create deposits in the process. . . . Their (com- 
mercial banks’) most vital function as private enterprises is the lending 
function. If by reason of excessive earnings from holdings of Govern- 
ment securities they are led to respond inadequately to the legitimate 
needs of their communities in this respect, they give up the most vital 
reason for their continued existence as private institutions.” 

The Certificate Reserve Plan, however, would increase the difficulty 
of bank lending. In addition, under many conditions it would cause 
deposits in the banking system to expand several times as fast as bank 
loans, unless increases in the latter were offset by the liquidation of other 
assets. The effects of the Plan upon the lending operations of an in- 
dividual commercial bank will be examined first, followed by a discus- 
sion of the effects on the banking system. In this analysis it will be 
assumed that the Plan is put into effect with reserve requirements high 
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enough to absorb all except a nominal amount of Government obliga- 
tions in the commercial banks,’ and that there is no excess of reserve 
certificates or lawful reserves in the banking system. 

Individual Bank—Under the present system, a net increase of 





$1,000 in the loans of a bank results in an equivalent increase of its | 


deposits and an increase of about $200 (20 per cent) in lawful reserve 
requirements. With the Certificate Reserve Plan in effect the lending 
bank would, in addition, have to increase its holdings of reserve certifi- 
cates by 65 per cent of the amount of the loan, or $650. On the as- 
sumption that the lending bank had no excess reserves or idle funds 
these requirements could be satisfied by one of two methods. 

The first alternative would be to dispose of securities to bank or 
non-bank buyers. Since one of the essential features of the Plan is that 
banks would hold only nominal amounts of marketable Government 
obligations, such adjustments would necessitate the sale of “other” se- 
curities, such as corporate or municipal obligations. In a period of gen- 


eral loan expansion, sales to other banks would probably not be feasible © 
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since most banks would be in a comparable situation; consequently, | 
reliance would have to be placed upon sales to non-bank buyers. These | 


adjustments by banks in a period of expanding demand for loans would 


contribute to weakness in the securities markets, would increase the | 
probability of a loss on the sale, and would make banks less willing to | 
expand loans. Furthermore, this method of adjustment involves the | 


substitution of one type of asset (loans) for another (securities); it 
does not result in any net increase of earning assets. 

The second method of providing funds would be to rediscount or bor- 
row at the Federal Reserve banks. In addition to the general disinclina- 
tion to borrow, this method probably would involve a net additional in- 
terest cost which would have to be borne by the commercial borrower.” 


The net cost result would depend upon the rates charged by the Federal | 


on borrowing and the rates earned on bank holdings of reserve certifi- 
cates. 

A bank might purchase reserve certificates under an arrangement 
similar to that currently in use for the War Loan Account. If this prac- 
tice were used, Government deposits of the lending bank would be in- 
creased in the first instance. However, this increase would be temporary 


er coNngpee nee 


®*For demand deposits in central reserve city banks this would mean, according to | 


Seltzer, a certificate reserve requirement of 65 per cent, in addition to present requirements 
of 20 per cent in lawful reserves. 

” Under the Certificate Reserve Plan the lending bank would become subject to the 
possible withdrawal of the full proceeds of the loan and would have to provide against 
this contingency. The extent to which actual withdrawals might deplete its reserves would 
depend upon the relative rates of expansion or contraction of deposits in the system as a 
whole compared with the lending bank, and upon the distribution and flow of deposits 
in the banking structure. 
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since in practice it is unlikely that the Government would permit the 
accumulation of huge idle balances in the commercial banks in peace- 
time. These balances would be drawn upon to cover current Treasury 
expenditures or to retire debt held by others than commercial banks.** 
As a result, the lending bank would experience a withdrawal of Gov- 
ernment deposits and would be forced to rely upon one of the two al- 
ternatives mentioned in order to provide the funds required to procure 
reserve certificates. 

It is obvious that the only feasible method of providing for any 
substantial amount of loan expansion in case a bank had no excess re- 
serves would be to borrow from the Federal Reserve banks, unless the 
Federal should supply the necessary reserves through open-market 
operations, a procedure which will be discussed later. 

Effects on the Banking System—A net increase in bank loans (not 
offset by the liquidation of other assets) results in a corresponding in- 
crease in bank deposits. Under the Certificate Reserve Plan the Treas- 
ury would borrow, through the issuance of reserve certificates, an 
amount equal to 65 per cent of the increase of deposits. Treasury 
balances, therefore, would be increased by $650 when bank loans and 
deposits showed a net increase of $1,000. As these additional Treasury 
balances are spent or used to retire other publicly held Government 
debt, the funds would be deposited by the recipients and ultimately 
appear on the books of other banks as increases in private deposits. 
Consequently, the receiving banks would be forced to acquire addi- 
tional reserve certificates amounting to $422.50 (65 per cent on the 
$650 increase in deposits). The proceeds from the issuance of these 
reserve certificates would be available to the Treasury and in turn 
would be expended. This process would continue until the deposits re- 
sulting from a $1,000 net increase in loans would total about $2,857. 
Of this total, $1,000 would represent the initial deposits resulting from 
the net increase in loans and the balance of $1,857 would represent the 
cumulative total of additional deposits resulting from the successive 
expenditures by the Treasury of the proceeds of the sale of reserve 
certificates.” 

When bank loans, in the aggregate, are reduced, the above process 


“This agrees with Seltzer’s statement that “The Treasury could use the proceeds of its 
sales of reserve certificates for the retirement of other obligations if the cash budget were 
otherwise balanced.” 

“The amount of the secondary expansion ($1,857 in the preceding illustration) result- 
ing from a net increase in loans (or other earning assets) would depend upon the re- 
quired ratio of reserve certificates to deposits. A ratio higher than 65 per cent would 
increase the amount of the secondary expansion of deposits and vice versa. Thus, a reserve 
requirement of 75 per cent would result in a secondary expansion of $3,000 and a reserve 
requirement of 50 per cent would result in a secondary expansion of $1,000, on a loan of 
$1,000. 
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would be reversed; that is, each dollar reduction of outstanding loans, 
not offset by increases in other earning assets, would result in the 
ultimate reduction of about three dollars of bank deposits. 

Bank holdings of Government securities would likewise increase 
about $1,857 for every $1,000 increase in loans. With the proceeds of 
these certificate issues, presumably the Treasury would retire outstand- 
ing debt in the hands of the public. Thus, in a period of loan expansion 
the proposed Plan would be a powerful instrumentality for driving 
Government securities out of the hands of the public and into the 
banks, i.e., monetizing additional amounts of Federal debt. The result 
would be directly contrary to the objectives of any soundly conceived 
debt management program.” 

Obtaining Reserves by Borrowing—Under the Certificate Reserve 
Plan the lawful reserves required to be held against the total deposits 
resulting directly or indirectly from a net expansion of $1,000 in loans 
would aggregate 20 per cent of the total deposits of $2,857 or $571. Of 
this amount, $200 represents lawful reserves required against the 
$1,000 of deposits initially created by the loan, and $371 represents 
reserves against the additional deposits resulting from the operation of 
the Certificate Reserve Plan. If the additional lawful reserves required 
to support the deposits resulting from a net increase in loans were 
obtained through member bank borrowing at the Federal Reserve 
banks, the banks would be required to borrow about $571 under the 
Certificate Reserve Plan, contrasted with about $200 at present.** 

If the Treasury used the proceeds from the sale of certificates to 
retire securities held by the Federal Reserve banks, the secondary ex- 
pansion of bank deposits would be avoided. The transaction then would 
simply amount to a transfer of Government securities from the Federal 
Reserve banks to the commercial banks, with the former lending the 
latter the funds to carry their new security holdings. The Federal Re- 

“If the Treasury were to “freeze” proceeds from the sale of reserve certificates and 
keep these amounts in idle balances, the secondary expansion of private deposits (amount- 
ing to $1,857 per $1,000 of loans) would be avoided. The Treasury, however, would have 
an increased deposit balance of $650 for every $1,000 loan made by the commercial banks. 
If this balance should be kept in the commercial banks, like the war loan deposits, the 
expansion for every $1,000 increase in loans would be $1,000 in private deposits and $650 
in Government deposits. This, of course, would be equivalent to the Treasury’s giving 
the commercial banks the interest on reserve certificates without any quid pro quo, 
which is out of the question. If the Treasury should withdraw from the commercial banks 
the proceeds from sales of certificates and keep them idle in the Federal Reserve banks, 
it would mean no secondary expansion in the deposits of commercial banks. This, however, 
would still involve the extra interest cost to the Treasury. 

“If the Treasury did not expend the proceeds from the issuance of reserve certificates, 
the lawful reserve requirements would increase by $200 rather than $571, assuming 
Government deposits have no reserve requirements, or assuming the proceeds are kept in 
the Federal. In the latter case, however, the banking system would have to finance the 


acquisition of reserve certificates, and total borrowings would equal $850 per $1,000 
loan ($200 for increases in lawful reserves and $650 for reserve certificates). 
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serve banks would be converting their holdings of Government obliga- 
tions into loans to commercial banks. Commercial banks would be re- 
ceiving interest on $650 of reserve certificates and paying interest to 
the Federal on $850 of loans. 

The fact that the funds paid to the Treasury for certificates would 
not come back into the market, would increase the need for banks to 
borrow in order to lend, thereby increasing the cost of lending. The 
reluctance of banks to borrow large amounts from the Federal and the 
cumbersomeness of the lending process, might prove to be substantial 
impediments to the making of business loans. By raising or lowering 
the rate on loans to member banks the Federal might encourage or dis- 
courage commercial bank lending, theoretically at least. If the Federal 
should make it easy and inexpensive to borrow, however, the whole 
purpose of the scheme would be nullified. 

Furthermore, the Treasury would probably not be able to effect any 
saving of interest by this process, since the great bulk of securities held 
by the Federal Reserve banks are short-term, low-rate securities. The 
average rate of return on securities held by the Federal is substantially 
below the 1 per cent suggested for reserve certificates. It would be far 
more advantageous to the Treasury to retire the higher-rate obligations 
held by the public, if the purpose is to reduce the interest cost on the 
debt. However, this would result in the secondary expansion of deposits 
discussed above. 

Providing Reserves by Open-Market Operations—It would be pos- 
sible for the Federal Reserve System, through open-market operations, 
to maintain excess reserves sufficient to obviate much of the borrowing 
by member banks. However, if this policy were followed, the net effect 
would be to expand deposits even more than under the system of bor- 
rowing from the Federal. Unlike member bank borrowings, open-mar- 
ket purchases create new bank deposits*® against which reserves have 
to be maintained by the commercial banks. Thus to meet a shortage of 
$1,000 in cash reserves, under reserve requirements of 20 per cent, 
open-market purchases of $1,250 would be necessary. 

Furthermore, open-market operations would in themselves increase 
deposit liabilities of member banks against which additional reserve 
certificates would have to be provided. The issuance of these certificates 
would put the Treasury in possession of funds which, when expended, 
would give rise to a secondary expansion of deposits as previously 
described. These new deposits, in turn, would require additional lawful 
reserves, which would necessitate further open-market operations on 
the part of the Federal, etc. Thus the use of open-market operations 

* Purchase of securities from commercial banks would be of limited significance due 


to the relatively small holdings of marketable Government obligations by the latter under 
the Certificate Reserve Plan. 
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would start a cycle of secondary expansion which would build up into 


huge amounts. 


Some students of banking have calculated that under the open-mar- | 


ket method of supplying reserves the total deposit expansion would 
pyramid up to 6% times the increase in the volume of loans. In other 
words, an additional $1,000 loan would increase deposits $6,667, under 
the assumption of a 65 per cent certificate reserve requirement and 20 
per cent cash reserve requirement. Whatever the actual results might 
turn out to be, it is obvious that open-market operations could not be 
used to supply the reserves for additional expansion under any high 
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reserve requirement without a tremendous pyramiding of deposits. | 


This conclusion holds true whether the proceeds from the sales of 
certificates are expended by the Treasury, are used to retire marketable 
obligations, or are kept idle in the Federal Reserve banks. 


AOS NI 


In addition to the expansion noted above, open-market operations | 
would probably start additional waves of deposit expansion. A goodly | 
portion of the additional reserves created by open-market purchases | 
would come into the possession of banks which would not need them | 


to support a net increase of loans. These banks would be able to expand 


their investments in securities while other banks would be short of re- | 


serves upon which to build an expansion of loans. This would neces- 
sitate additional open-market operations. If open-market purchases 
were applied freely enough to make borrowing unnecessary, the con- 


sequent creation of reserves would support an additional expansion of | 


deposits far larger than the minimum amount theoretically calculated 

on a given loan expansion. In view of the effects on deposit expansion, 

it seems unlikely that the open-market method would be used at all. 
Credit Rigidities—It is apparent that the Plan would greatly in- 


crease the amount of Federal Reserve credit required to support a net | 


expansion of loans (or other earning assets) of the commercial banking 
system. If these increased amounts of credit were not made available 


by open-market operations on the part of the Federal, the banking sys- | 


tem would have to make substantial adjustments (either by way of 
borrowing or sales of assets) in order to support an increase in loans. 
Large amounts of borrowing from the Federal would not only involve 
an interest cost but would be objectionable to the banks from other 
points of view. The banks would probably make some loans by dis- 
posing of miscellaneous assets, such as corporate and municipal secu- 
rities. The total volume of such “other” securities held by commercial 
banks, however, is only about $7 billion, and many institutions would 
probably have only limited amounts that they would care to liquidate. 
Such sales would likely occur in periods of expanding business and 
might be sufficient to produce a general decline in the prices of long- 
term securities, including prices of Government obligations. Even were 
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credit provided liberally by open-market operations, this would not 
automatically ease the way for individual institutions. Deposits do not 
increase or decrease at uniform rates in all banks; there are delays, 
lags, frictions, and maladjustments that must be considered. 

The author compares the Plan with the arrangements covering the 
issuance of national bank notes secured by Government bonds bearing 
the circulation privilege. This analogy, if accurate, is hardly a point in 
favor of the Plan. For more than a century the United States struggled 
with a banking system in which the supply of money and credit was 
not adjusted to the requirements of business. The element of flexibility 
was achieved, at long last, in the Federal Reserve System. Under the 
Certificate Reserve Plan, however, much of this flexibility would be 
lost. For many years, and increasingly in recent times, the public at- 
titude has been that credit must be made available in adequate amounts 
to “deserving” borrowers. If the banks are prevented from providing 
this credit, borrowers would have to go elsewhere for loans and the 
Government would unquestionably be under great pressure to provide 
new credit machinery. | 

Additional Effects on Deposit Behavior—The Certificate Reserve 
Plan would also effect deposit expansion as the result of changes in 
the monetary gold stock or the volume of money in circulation. Under 
the present system, an increase in monetary gold stock or a reduction 
of money in circulation by $1,000 will permit an expansion of loans (or 
other earning assets) of about $4,000"° assuming the increase in re- 
serves is not offset by open-market sales of securities by the Federal. 
Under the Plan, the total possible asset expansion would remain the 
same, but of the total, $3,250 would be in reserve certificates (assuming 
a 65 per cent certificate requirement) and only $750 in loans (or other 
earning assets). This would also mean a corresponding increase in bank 
holdings of Government debt (reserve certificates). 

Under the present system, the secondary expansion of deposits as the 
result of either the importation of gold or the reduction of money in 
circulation need not occur; banks may accumulate excess reserves in- 
stead of adding to earning assets. Under the Certificate Reserve Plan, 
however, a secondary expansion of deposits amounting to $1,857 would 
necessarily occur in case the Treasury expended the proceeds resulting 
from the issuance of reserve certificates required by the initial deposit 
of $1,000. 

Effect on Fiscal Policy—The Certificate Reserve Plan would also 
introduce undesirable complications into Treasury fiscal policy. The 
issuance of additional reserve certificates required by an expansion of 
loans and deposits would put the Treasury in possession of funds; the 


** Assuming 20 per cent lawful reserve requirements against deposits, 
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retirement of certificates would have the opposite effect. Thus, Treas- 
ury borrowings from banks would be increased in periods of prosperity 
(when revenues might be expected to be substantial); and debt retire- 
ments would be increased in periods of depression (when Treasury 
receipts might be expected to be at a low level). It is submitted that 
this operation is not fundamentally sound, would complicate money 
market problems, and would not be in accordance with the objectives of 
desirable fiscal policy. 

Furthermore, if the Treasury should decide to limit or regulate the 
volume of certificates sold to the banks, it could exercise directly very 
great powers of credit control and, consequently, limit the powers of the 
Federal Reserve System. 


A Check on Bank Earnings 


The increase in bank holdings of Governments and the rise in bank 
earnings during the war, together with the assumption that banks may 
acquire additional holdings of Governments in the future as the result 
of sales by non-bank holders, have led the proponents of the new re- 
serve plans to the conclusion that some action must be taken to limit 
bank earnings, or at least to prevent further increases. This point of 
view apparently reflects the underlying belief that taxpayers are being 
charged too high a price for the services rendered by the banks. 
Furthermore, the author of the Certificate Reserve Plan states that the 
desire of bankers to engage in commercial lending has been dulled by 
the high level of earnings. Under the Plan, it is affirmed “the problem 
of bank earnings would be solved in an equitable, safe, and reliable 
fashion.” 

What Are Adequate Bank Earnings? No well-considered statement 
as to what constitutes an adequate (or excessive) level of bank earnings 
is offered in support of the contention that they are too high. Even if 
data could be assembled as to the effect of the adoption of the Plan 
upon the level of bank earnings, no conclusion as to the over-all desira- 
bility of such a limitation or decrease is possible in the absence of 
some standards against which to appraise present and prospective 
levels of earnings. The cost and value of services rendered by the bank- 
ing system, the desirability of increasing bank capital (either through 
reinvestment of earnings or the sale of capital stock), and the future 
outlook for bank earnings should be carefully considered in such an 
analysis. 

Increases in Bank Earnings—lIt is true that bank earnings have in- 
creased substantially in absolute amount and also in relation to capital 
funds, but this is no indication that they are excessive. For one thing, 
the favorable situation regarding losses and recoveries has tended to 
exaggerate current bank profits. A large part of the increase in net prof- 
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its during the war is due to the great reduction in net losses and charge- 
offs. As the result of war prosperity, banks were enabled to dispose of 
and recover substantial amounts on substandard assets previously 
written down or charged off, as well as to reduce the volume of current 
charge-offs considerably. In the case of loans, for example, recoveries 
exceeded losses during 1943 and 1944, and a similar situation pre- 
vailed in the first half of 1945.** In the case of securities, losses have 
been relatively low during the war years, and recoveries relatively high, 
compared with prewar years. 

In the second place, profits on securities sold are currently a very 
significant portion of net profits. Up to 1945, profits on securities sold 
were lower than the prewar level, but during 1945 they became sub- 
stantial due to the fact that the Government’s fiscal and monetary 
policies drove bond prices upward. In the first half of 1945, profits on 
securities accounted for about one-quarter of net profits of member 
banks; although the data are not yet available, it is likely that the 
situation was not much different for the year as a whole. Such profits 
would have been much less in 1945 had interest rates and bond prices 
been kept stable. 

This favorable situation with regard to non-operating earnings (net 
charge-offs on assets and profits on securities sold) cannot continue 
indefinitely. The banks have pretty well cleaned up their substandard 
assets and the continuation of large recoveries is most unlikely. In 
addition, the inflation in bond prices must come to an end some day 
and a substantial decline from the current levels of profits on the sales 
of securities seems inevitable. In fact, should business conditions 
deteriorate or long-term interest rates change their trend, the banks 
might be confronted with a situation in which losses on securities 
exceeded the total of recoveries and profits on the sales of securities. 
Certainly, the current level of bank earnings does not represent the 
true earning power of banks. 

Another factor which makes bank profits appear large is that capital 
funds are low in relation to the volume of business. This low level of 
capital funds is due largely to the poor earnings over a long period of 
years prior to the war. As a result, it was not possible to sell new bank 
securities or to accumulate substantial amounts of capital funds from 
earnings. If there were a larger, and perhaps more adequate, volume 
of capital funds in the banking structure, the present level of bank 
earnings would not seem large, especially compared to business profits 
generally. 

Finally, the increased earnings have not been paid out to stockhold- 
ers. There has been very little increase in dividends, and at the present 


“Data are not available for the second half of the year. 
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time banks are paying out to stockholders only about one-third of their 
net profits. The remainder is being used to build up capital funds, a 
policy which has the full support of supervisory authorities. If the 
banks are not permitted to earn enough in prosperous periods to build 
up capital funds, they will have more and more difficulty in weathering 
depressions and in meeting inevitable losses in the future. 

Outlook for Bank Earnings—lIt is highly probable that commercial 
bank earnings have just about reached their peak, and it would not be 
surprising if net profits should level off during the next few years, 
or even decline below current levels. The wartime increase has been 
due in large part to a combination of favorable circumstances which 
is not likely to continue. The volume of earning assets is levelling off, 
and may show some decline, but this depends in part upon Government 
fiscal and monetary policies. 

Without any change in Government monetary policies, bank holdings 
of Government securities may be reduced substantially during the next 
year or so, in spite of some anticipated liquidation by corporations and 
individuals. The budget is so nearly balanced that there will not be 
much more deficit financing. The Treasury still has a working balance 
of $25 billion, most of which can be used to retire debt. In addition, 
Government trust accounts and agencies will absorb $2 to $4 billion 
of Government securities per year, and sales of savings bonds are con- 
tinuing in large amounts and may be expected to hold down the level 
of net redemptions. If the Treasury does decide to issue longer-term 
securities, total sales to the public may equal or exceed redemptions 
by individuals and corporations. 

In addition, if the Treasury and the Federal Reserve System should 
make certain policy changes, the incentive of commercial banks to 
transfer short-term Governments to the Federal and to enter the mar- 
ket as purchasers of longer-term obligations would be greatly reduced. 
This would accelerate the tendency for bank holdings of Governments 
to decline. 

The decline in holdings of Governments may be more than enough 
to offset the increase in bank loans. A continued high volume of busi- 
ness will probably result in some increase in certain classes of loans, but 
loans to war industries as well as loans for carrying securities will 
probably continue to decline and this will tend to offset the increases 
in the other categories. The most substantial increase will probably 
occur in business loans for which rates are low. It seems unlikely, 
therefore, that either the volume of earning assets or the average rates 
earned will show much, if any, increase during the next year or so. 

A small benefit will accrue to banks from the elimination of the 
excess profits tax and the reduction of income tax rates. It is likely, 
however, that these economies will be more than offset by increases in 
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operating expenses. Banks are now increasing wages and salaries in 
accordance with the general trend in industry. Furthermore, rising 
prices are increasing other operating expenses. The decline in profits on 
securities and recoveries from past write-offs, and the probable increase 
in charge-offs on securities and loans, are other factors which will help 
to pull bank earnings down. 

On balance, the outlook for bank earnings is not so rosy as it is 
sometimes painted. In fact, banks may have great difficulty in main- 
taining the existing rates of earnings for any sustained period of time. 

Effect of Plan on Earnings—Even if it were desirable to impose 
some limitation upon bank earnings, the Certificate Reserve Plan would 
be wholly unsuitable for the purpose. It would cause the greatest reduc- 
tion in the earnings of banks having the largest proportion of their 
earning assets in loans, and would affect least those institutions having 
the highest proportion of their earning assets in Government obliga- 
tions. A uniform certificate reserve requirement for all banks of a class 
might force banks with a relatively high proportion of loans to reduce 
these in order to obtain the required certificates. Banks that had been 
most active in the development of their lending operations and in thus 
serving their communities would be forced to give up the relatively 
high-return loans in exchange for low-return reserve certificates. 

The Plan would also affect most drastically the earnings of institu- 
tions holding relatively large proportions of their Government port- 
folios in long-term obligations with higher yields. This would probably 
mean that banks of medium and small size would be more heavily hit 
than the larger institutions which normally keep a higher proportion 
of their Government account in short-term issues. The Plan would 
also affect most adversely the banks with the highest relative propor- 
tion of time or savings deposits. On the average this would exclude the 
very large institutions. Finally, the Certificate Reserve Plan would 
probably reduce most seriously the earnings of those banks which in 
the past have had the lowest ratio of net profits to capital funds. These 
institutions are presumably least able to withstand a reduction in their 
earnings. 

Implications of Profits-Fixing—The adoption of the Certificate Re- 
serve Plan, or one of the other plans, would mean the adoption of the 
principle of direct regulation of profits of commercial banks. It is true 
the author recommends that the rate of interest on reserve certificates 
be established by Congress rather than being left to the authority of 
either the Treasury or the Federal Reserve System. However, this 
amounts only to a transfer of the power to fix profits from an ad- 
ministrative agency to a legislative body, with all the attendant com- 
plexities, delays, and uncertainties; it does not affect the fundamental 
principle involved. 
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If the regulation of bank profits is regarded as a socially desirable 
objective, the problem should be analyzed and appraised for what it is. 
And the analysis should give adequate, careful, and minute attention to 
all the practical difficulties involved. The attempt to regulate earnings 
should not be allowed to confuse and interfere with the proper func- 
tioning of monetary policies. 


Is the Plan Necessary to Check Excessive Loan Expansion? 


One of the basic assumptions of its advocates is that the Certificate 
Reserve Plan is required as a check on potential excessive loan expan- 
sion by the commercial banks. Aside from the conflict between this 
objective and that of encouraging banks to make commercial loans, 
there is no proof that such restrictive policies are needed at the present 
time. Furthermore, no convincing evidence is produced to establish 
a potential need for such restriction on bank lending in the near future. 

Excessive loan expansion is not one of the dangers facing the banking 
system today. Practically all the bank credit expansion that has oc- 
curred in recent years has come from the purchase of Government 
bonds as a part of Treasury war-financing policies and not from an 
expansion of business loans. This is evidenced by the following data on 
changes in assets of all commercial banks during the war period: 


(Amounts in billions of dollars) 








Dec. 31 June 30 Increase 

1941 1945 or Decrease (-) 
EE aE ae en OD Fe ROT SRE ee 21.7 23.7 2.0 
U. S. Government Securities .................... 21.8 84.1 62.3 


9 ee bas cule Sal baling auaenlns 7.2 6.8 -0.4 





The banks have not financed a private speculative boom during this 
war as they did during and after World War I. Furthermore, there is 
no indication or evidence of any threatened runaway loan expansion. 
Both corporations and the public generally have enormous amounts of 
liquid assets. As of the end of 1945, liquid assets (cash, deposits and 
U. S. Government obligations) aggregated $225 billion or almost eight 
times the total of bank loans outstanding. Business holdings are esti- 
mated at $80 billion and personal holdings at $145 billion. These liquid 
assets can finance a tremendous business expansion, even a speculative 
boom, without any material increase in bank loans. It should also be 
noted that bank loans which are used to facilitate production are greatly 
to be desired, as is any policy or action that will increase production, 
and cannot be considered inflationary.** Thus, a modest growth of bank 

8 As pointed out previously, any increase in bank loans that might take place under the 


Certificate Reserve Plan (in spite of the added hindrances to bank lending imposed by the 
Plan) would have an inflationary effect upon bank deposits, under many circumstances. 
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loans such as that which has occurred in recent months need not be a 
cause for alarm. 

The basic cause of the present inflationary danger is to be found 
not in a prospective expansion of bank credit in the indeterminate 
future, but rather in the large volume of idle funds currently in the 
hands of the public. As Chairman Eccles of the Board of Governors 
of the Federal Reserve System said last January when margin require- 
ments were raised to 100 per cent: “The primary source of the inflation 
danger which overhangs the domestic economy on all fronts is the vast 
accumulation of currency and bank deposits at the disposal of the 
public as a result of the fact that far too much of the cost of the war 
was financed through the creation of commercial bank credit and not 
enough was financed out of taxes and the savings of the public. Credit 
for stock market as well as other purposes has been curbed all along, 
but it is a minor and not a major factor in the inflation picture. While 
credit curbs are justified for such restraint as they may impose on 
speculative activities in a time of inflationary danger, they cannot reach 
the real source of danger, which is the huge amount of money already 
created through bank credit.” 


Other Reserve Plans 


Early in this study, mention was made of a variety of proposals de- 
signed to cope with present large holdings of Government obligations in 
the commercial banks. Most of them are simply variations of the 
Certificate Reserve Plan. Practically all of them include as one of 
their salient features a substantial increase in reserve requirements of 
commercial banks.*® A large part of the foregoing discussion as to the 
effects of the Certificate Reserve Plan upon loan and deposit expansion 
would apply to the other plans. A substantial increase in reserve re- 
quirements would subject the commercial banks to additional handi- 
caps in the making of loans. 

If new loans were made, the high reserve requirements, regardless 
of the nature and composition of the reserves, would either increase 
(compared with present requirements) the amount of borrowing from 
the Federal Reserve banks in order to provide the additional reserves, 
or would force the Federal Reserve banks to engage in large open- 
market operations (as discussed under the Certificate Reserve Plan) 
in order to provide the necessary reserves.”® If the additional reserves 

“In addition to the Certificate Reserve Plan, Messrs. Leland and Robinson, the C.E.D. 
and the Committe on Post-war Economic Policy mention or endorse proposals for an 
increase in reserve requirements of commercial banks. The plans differ in details. Thus, 
reserves might be held in special issues of Government obligations, in “stamped” Govern- 
ment securities, in interest bearing deposits at the Federal, in either deposits or Govern- 
ment obligations, etc. 


” The volume of open-market operations in which the Federal Reserve System would 
be forced to engage in order to provide a given additional amount of free reserves depends 
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could be kept in the form of marketable Government obligations, a net 
expansion of loans would require the purchase of securities from the 
public, thereby increasing still further bank deposits and bank holdings 
of Governments. These purchases would also subject the bond market 
to buying pressure whenever loans were expanding. A corollary of this 
expansion of deposits and required reserves is that the monetization of 
the Federal debt in the banks would be increased in a period of rising 
loans. 

An increase in cash reserve requirements would involve the same 
deposit expansion as an equivalent increase in Certificate Reserve re- 
quirements, provided the Federal undertook to supply the funds for 
the additional loan expansion through open-market purchases. If the 
banks should borrow the additional required reserves from the Federal, 
the secondary deposit expansion would be avoided. In this case, how- 
ever, an 85 per cent reserve requirement would mean that in making a 
$1,000 loan a bank would have to borrow $850 from the Federal Re- 
serve bank and presumably pass on to the borrower the additional cost 
entailed. 

Any plan*’ that imposed special requirements against demand de- 
posits of commercial banks, to the exclusion of time and savings de- 
posits, would place a premium on the deposit of funds in time accounts 
and would encourage the shifting of deposits from the demand into the 
time category. On the other hand, any plan that burdened time deposits 
in commercial banks with large reserve requirements would place the 
commercial banks at a disadvantage compared with other institutions 
performing a similar function. 

Thus, in great measure, the results that would follow the adoption 
of the Certificate Reserve Plan would accompany the other plans. The 
extension of loans cannot be placed in a straight-jacket by the imposi- 
tion of very high reserve requirements upon increases in bank deposits 
without reducing the flexibility of the commercial banking system, and 
encouraging public clamor for new credit-granting agencies, probably 
governmental in character. 





upon the level of reserve requirements to which the commercial banks are subject. To 
provide $1,000 of additional free reserves would require the following amounts of open- 
market purchases from the public at given levels of reserve rates: 20 per cent—$1,250 
of open-market purchases; 40 per cent—$1,667; 50 per cent—$2,000; 75 per cent—$4,000; 
85 per cent—$6,667; 90 per cent—$10,000. In each case there would be corresponding in- 
creases in the volume of bank deposits. With 100 per cent reserve requirements the Federal 
Reserve System would be unable to provide additional free reserves by open-market pur- 
chases from the public. 

* For example, the plans mentioned by Robinson. In this connection see comment by 
C. O. Hardy on Robinson’s proposals, in Postwar Economic Studies No. 3, “Public 
Finance and Full Employment,” published by the Board of Governors of the Federal 
Reserve System. 
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Vew Reserve Requirements Unnecessary 


Back of the Certificate Reserve Plan and similar proposals is the 
premise that underlying monetary and financial conditions require the 
imposition of new and drastic controls on the commercial banking 
system. By the creation of new control devices it is believed that we 
can achieve objectives not attainable through the use of existing pow- 
ers. Or, perhaps the thought is that by the imposition of new controls 
we can continue to secure the benefits of present monetary and debt 
policies without suffering any of their evil consequences. 

We cannot accept this premise. There is every reason to believe that 
the necessary corrections in current trends can be made within the 
framework of existing laws and regulations. At least, some effort ought 
to be made to exercise existing powers before requesting new measures 
of control of doubtful merit. The essential element is a correct appraisal 
of present fiscal and monetary policies and a sincere desire on the part 
of Government officials to check inflationary influences. 

Raising reserve requirements to check credit expansion and control 
the market hardly seems a practical suggestion in view of the fact that 
Federal Reserve banks have $22 billion of Government securities which 
they can sell in the market and tighten credit whenever they wish. 
During the wartime expansion some very persuasive arguments were 
advanced in favor of using open-market operations rather than lower- 
ing reserve requirements to supply the necessary reserves for expan- 
sion. It was asserted that the former was a much more flexible instru- 
ment adaptable to constant market changes, and that the latter was a 
much cruder instrument which supplied reserves in bulk and could 
not be adjusted to the frequent and quick changes in market conditions. 
Those arguments are equally persuasive in reverse. 

Feasibility of Change in Monetary Policy—One of the basic assump- 
tions of the author of the Certificate Reserve Plan is that the present 
easy money policies cannot be changed to the extent of checking the 
outflow of Federal Reserve credit (and thus permitting short-term 
money rates to rise) without raising long-term rates and creating dis- 
turbing influences in the bond market. Since a depreciation in bond 
prices is undesirable, he concludes that “the actual power of the Reserve 
authorities to enforce a substantial over-all contraction or limitation 
of bank credit is dubious.” 

The assumption that a rise in short-term rates would cause a material 
rise in long-term rates is utterly untenable. The existing market forces 
are trying to bring long-term rates and short-term rates closer to- 
gether, because the basic reason for the wide spread between them 
no longer exists. The natural tendency would be for short-term rates 
to rise in order to reduce the spread, but they are held down by the 
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free use of Federal Reserve credit. Consequently, the spread can be 
reduced only by a decline in long-term rates. Short-term securities are 
dumped into the Federal and the funds are used to buy higher-yield 
long-term securities in the market. The banks are surfeited with short- 
term securities which they turn over to the Federal Reserve whenever 
it is necessary or expedient to build up depleted reserves. The additional 
Federal Reserve credit spreads out over the system as member bank 


reserves and provides for multiple expansion of member bank credit. | 


When member banks have surplus funds they compete with each other 
and with the public for existing outstanding issues, thereby driving 
bond prices higher and higher. At the same time, the Treasury by its 
insistence upon reducing the cost of Federal borrowing starves the 
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long-term market by its failure to refund any maturing issues into long- > 


term obligations. 

A Suggested Program of Action—The urgent need of the moment is 
to check the expansion in bank holdings of Government securities and 
the inflation of bond prices. Long-term bond prices and interest rates 
must be stabilized, preferably at about the levels maintained during 
the war. This means that Federal Reserve credit should flow out less 
freely, and that the Treasury should seek to distribute more of the 
debt into the hands of the public. The following are specific suggestions 
for a program to accomplish these ends: 

(1) Remove the '% per cent preferential discount rate on short- 
term Governments. 

(2) Revise open-market policy so that the Federal Reserve banks 
will purchase certific:tes and other short-term Governments on declin- 
ing prices, rather tha. at virtually pegged rates. This would expose 
banks to the risk of some loss on their sales to the Federal, and make 
them more cautious in their investment policy. It would discourage 
banks from turning over short issues to the Federal in order to build 
up excess reserves to support purchases of longer-term issues, and 
would reduce the expansion of bank credit through the monetization 
of the Federal debt. How far it would be necessary to raise short-term 
rates in order to relieve the downward pressure on medium- and longer- 
term rates, it is difficult to say, but a small increase would probably be 
sufficient. It would be a matter of trial and error. 

(3) Regulate open-market sales of Federal Reserve holdings so as to 
keep excess reserves at a minimum, especially if and when a return flow 
of currency or an increase in monetary gold stocks tends to increase 
excess reserves. 

(4) Issue a sufficient amount of medium- and long-term Govern- 
ments to meet investment demands and absorb accumulations of sav- 
ings. This would help check the decline in long-term rates. It would also 
lessen the volume of short-term issues and reduce bank holdings. 
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(5) Reduce Government expenditures with all possible speed to a 
level of $20 billion or less per year, but keep tax rates relatively high in 
order to achieve substantial debt reduction. Also use the major part 
of the present large working balance of the Treasury for reducing the 
debt. These measures would help to further reduce bank holdings. 

The above program is both simple and feasible. If carried out it 
would remove the dangerous inflationary influences in present fiscal 
and monetary policies. It would reduce bank deposits, stabilize interest 
rates and bond prices, and result in a better distribution of the debt. 

The only possible objection to such a program is that it would raise 
short-term interest rates somewhat and increase the interest cost on 
the public debt. The added cost, however, would be negligible compared 
to the broader achievement of checking inflationary tendencies. Fur- 
thermore, if inflation is not controlled, Government expenditures and 
taxes are likely to increase very substantially. Those who think we can 
continue to follow inflationary fiscal and monetary policies and avoid 
their consequences by price controls are blind to the lessons of history. 
A slightly lower tax bill does not offset very much of a rise in the cost of 
food, clothes, and shelter. Furthermore, there are many places where 
the Government could practice genuine economy with far greater 
savings. 

Carrying out such a program would probably result in lower bank 
earnings from Government securities because the reduction in holdings 
of Governments would more than offset the effects of the rise in short- 
term rates. The confidence generated by sound fiscal and monetary 
policies, however, would more than compensate for any loss of earnings. 










POSTWAR TAX POLICY 


PERSONAL VERSUS CORPORATE INCOME TAXES* 
By Haro_p M. GRovES 
University of Wisconsin 


I. Rationale of Business Taxes 


The rationale of a tax may seem to be of little consequence. Its in- 
cidence and economic effects may appear much more important. How- 
ever, the effects of a tax depend somewhat upon the reasonableness of 
its imposition. Arbitrary taxes are likely to be injurious to morale. 

Analysis of the rationale of a tax usually starts with a consideration of 
benefits and of ability to pay. As to benefits, it can be argued that 
business receives from government a desirable milieu in which to con- 
duct its operations. Certainly, business could not thrive in the anarchy 
thai would prevail without government; but neither could the wage 
earner, professional man, nor any other citizen. The fallacy lies in the 
fact that relative benefits are indeterminate. The benefit theory offers 
support for taxation in general, but it provides no satisfactory clew as 
to how taxes should be distributed. It is impossible to say in what degree 
various taxpayers benefit from a battleship. 

In a sense, a business institution is an entity distinct from its owners. 
It can be conceived as an “organic unity,” acting in a single capacity 
and receiving benefits from government in the course of this activity. 
However, it is as logical to identify this entity with its wage earners, 
creditors, and customers as with its owners. In this conception, every- 
one “belongs” to many such entities. But everyone bears some part of 
the business-tax load also, for the incidence (final burden) of business 
levies is probably not confined to the owners. The amount each person 
does and should bear, however, cannot be definitely determined. 

The benefit theory has further limitations as a justification of the 
corporate net income tax. This tax takes no account of the fact that 
whether or not they show a net profit, corporations enjoy the favorable 
environment of government. 

A personal tax considers the obligation of the taxpayer in the light of 
his duties as a citizen. A business tax approaches him in terms of 
“vovernment as a factor of production.” It is interesting that the factors 
of production—land, labor, capital, management, and government—are 
all, with the exception of the latter, employed voluntarily by the busi- 
nessman. The amount of government and the apportionment of its 
cost to business are determined by voting. However, in the voting 
process, business (directly at least) has a minority voice. 

In the last analysis, all taxes come out of the income or capital (actual 


* Reprinted by permission of the American Economic Review, 
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or potential) of individuals. Tax burdens cannot be borne by inanimate 
objects. Will division among individuals be more equitable or otherwise 
more desirable if business taxes are levied? This is the important ques- 
tion, and, in searching for the answer, one gets little guidance from a 
consideration of benefits. 

Closely related to the benefit analysis is the contention that corporate 
taxes are justified as payment for the special privilege of operating as 
limited liability associations. Under modern corporation laws, however, 
the privilege is available for the asking. If competition were effective, 
the value of the privilege would be reduced to zero. It is true that com- 
petition is not that efficient, but corporate taxes make no pretense of 
measuring the results of monopolistic practices. Moreover, the states, 
not the federal government, grant most corporation franchises. 

The second main support for the corporate income tax is that business 
entities have ability to pay independent of that of their stockholders. 
Difficulties here become apparent when the theory is given specific ap- 
plication. For example, if ability to pay is to serve as the basis of a 
corporate tax, can we properly ignore the ratio of earnings to capital 
invested? If the answer is negative, we are forced into the field of excess 
profits taxation, where the problem is one of due allowance for efficiency 
and risk. 

Any corporate tax is necessarily impersonal in character and makes 
no differentiation among stockholders according to income status. The 
small stockholder, sometimes mainly dependent upon a small income 
from stocks, is subject to the same treatment as the wealthy investor. 

It can be argued, of course, that the corporate income tax does repre- 
sent a progressive element in the tax system because it is paid mainly by 
rich people. All studies of dividend distribution point to the conclusion 
that such income tends to much concentration in the higher brackets of 
income. This involves the question of incidence, which will be discussed 
presently. Assuming that the incidence of the corporate levy is on the 
stockholders, its progressive character is bound to be highly capricious. 
A truly progressive tax will not only assess a $25,000 income more than 
a $5,000 income, but it will assess all incomes of the higher level at a 
higher rate. The corporate tax results in a higher tax on dividends than 
on salaries, bond interest, or capital gains, regardless of quantitative 
aspects. The test of taxation which it applies is qualitative rather than 
quantitative. To contend that a tax is desirable merely because it is 
paid by the wealthy exemplifies the kind of irresponsibility which 
threatens the successful operation of a mixed economy. 

It is true, of course, that certain other taxes, such as the levy on 
whiskey, are sometimes justified because they are paid mainly by the 
rich. The whiskey tax can be supported on the ground that the consump- 
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tion of strong liquor should be discouraged. But as a means of making 
the rich support the government, its incidence is even more capricious 
than a levy on corporations. A recipient of a $100,000 income is hardly 
less able to pay taxes to the government than another of the same means 
merely because the former dislikes whiskey and the latter gives it a high 
rating in his budget. 

The situation is complicated by the fact that many people believe 
there is something immoral about profits—especially corporate profits— 
which justifies singling them out for special taxation. This is associated 
with the idea that all business is more or less a racket. Unfortunately, 
there is more basis for this conviction than one would wish. But probably 
the salary paid the manager of a racketeering business is as immoral as 
the profits paid the stockholders. The fact that profit income is non- 
contractual and contingent hardly gives it a moral inferiority. Although 
there are many rackets connected with business, other fields, including 
even religion, are not immune. 

There is also a conviction, and a much more legitimate one, that un- 
earned income (from property) should pay more taxes than earned in- 
come (from services). However, a distinction on this score can be made 
most consistently at the personal level in a differentiation of the personal 
tax. As a matter of fact, even a differential tax on profits could be in- 
corporated in the personal tax. Ignoring the problem of undistributed 
profits (for the present) it can be said that all property and income are 
attached sooner or later to individuals, and there are no sound ob- 
jectives of taxation that cannot be achieved with a personal tax system. 
That it is possible to make the tax system more progressive, even with 
the elimination of the corporate tax as such, is not open to serious ques- 
tion. Available means to this end are a reduction of sales taxes, a 
strengthening of the death tax, and plugging the loopholes in the per- 
sonal income tax. 


II. Incidence 


Thus far our discussion has been predicated on the assumption most 
favorable to the corporate tax; namely, that its incidence is on the stock- 
holders. But there is strong ground for the belief that, especially over 
long periods of time, a considerable part of this tax burden is diffused 
among consumers, wage earners, and recipients of other investment 
income. For example, the British have levied few or no peacetime busi- 
ness taxes; yet it seems improbable that rates of profit in Great Britain 
are higher than here or higher than they would have been had the tax 
system featured business taxes. The old idea that an old tax is no tax is 
not entirely without application to the corporate income tax field. 

It is true that corporate income taxes are based upon a surplus—in 
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one sense. The net tax is not a cost of doing business as a gross tax would 
be. On the other hand, profits are not all a sociu/ surplus in the sense that 
enterprise would be forthcoming without them. If some profit is neces- 
sary to draw out a supply of enterprise, it follows that any tax on the 
rewards of enterprise may affect the supply and that this may in turn 
affect output and prices. 

Corporate taxes may also be diffused among investors. A special tax 
on one line of investment tends to check the flow of capital in that 
direction, resulting in higher rewards to investment there; the increased 
supply of funds in other fields reduces the rewards to those investments. 
Thus the levy might amount to an unearned income tax. 

Two conclusions concerning the incidence of the corporate net income 
tax follow. One is that the factor of uncertainty regarding the ultimate 
burden of the tax is in itself a strong point against the tax. The second 
is that insofar as the tax is shifted forward it becomes a sales tax in 
disguise, having all the regressive features usually associated with the 
sales tax family. 

It may be argued, of course, that the incidence of the personal tax is 
as uncertain as that of the corporate levy. However, this is not con- 
vincing. The personal tax is levied on the individual in his role as citizen 
and is a highly differentiated levy. It is extremely doubtful that this 
tax has any great effect on the supply of the factors of production. 


III. Economic Effects 


As to economic effects, it is apparent, first, that the corporate tax 
discriminates against corporations which finance with equity capital as 
compared with those that finance in part with bonded indebtedness. 
A dollar of income earmarked for the bondholder is paid to him in full, 
but a profit dollar earmarked for the stockholder is, in effect, cut to 
about sixty cents. The extent to which this affects the pattern of corpo- 
rate financing is disputed, but the influence, whatever its degree, is 
clearly on the wrong side. Business instability is enhanced by excessive 
corporate debt. 

The second approach to economic effects is through the factor of in- 
centives. The author has argued that a tax close to the productive 
process and within the range of managerial discretion is likely to have 
more weight in decisions concerning business expansion than a more 
remote levy on stockholders. However, the main issue is not whether 
taxes at the corporate level are more of a deterrent than taxes at the 
personal level. The issue is whether singling out the profit element in 
income, regardless of distribution, for especially heavy taxation is a 
deterrent to risk-taking investment. The question, put this way, seems 
almost to answer itself. 
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Our present tax system applies two taxes to profits, one to bond in- 
terest, less than a full tax to capital gains, and none at all to the interest 
from many government bonds. Again it is important to point out that 
these are qualitative, not quantitative distinctions. If taxes are a deter- 
rent to whatever they strike, as commonly supposed, it can hardly fail 
to follow that these perverse distinctions offer some discouragement to 
the assumption of risks. 

The present combination of taxes also tends to encourage “corporate 
hoarding.” The quantity of saving depends upon two conditions: the 
ability to save and the will to save. The corporate tax might diminish 
the ability to save, but the double tax feature attending it affords an 
extremely strong incentive to save. The present system provides a 
differential tax burden favorable to undistributed as contrasted with 
distributed earnings. Profits that pass through corporations are subject 
to two levies; earnings that are reinvested, to only one. It is a well- 
known fact thatthe increase in dividend distributions during the war 
was far less than the increase in corporate earnings. The cures for this 
perversity are not easy to apply. Obviously, the first to suggest itself is 
an undistributed profits tax in place of the corporate net income tax. 


IV. Social Control 


Turning next to the use of the corporate tax for social control, perhaps 
the strongest case built on this theme asserts that the corporate tax is a 
means of recapturing unjust enrichment arising from monopgly in 
business and that it is used, or might be used, to prevent monopoly. But 
is it good policy to tax all profits (or even all so-called “‘excess”’ profits) 
in the endeavor to tax monopoly profits? Monopoly profits can be taxed 
at the personal as well as the corporate level. If a corporate tax were to 
be designed for preventing monopoly, it would need to be graduated at 
the upper rather than at the lower level. A case could be made for such 
a tax, which, however, would be painfully undiscriminating. 

It is true, of course, that a graduated corporate tax like our own gives 
a differential advantage to small business and that the social interest in 
small business is real and important. There are, however, other ways of 
using the tax system to aid small business. Since this subject is to be 
discussed by other speakers on the program, I shall not venture further 
with it here. 


V. Fiscal Necessity 


We come now to perhaps the strongest argument for the retention of a 
corporate business tax in the federal tax system. Certain practical 
limitations of personal income and death taxes, combined with high 
fiscal requirements, dictate the conclusion that not all the needed 
revenue can be had from sources approved without reservation. 
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The personal net income tax is subject to two limitations, the first of 
which is administrative. It has not been demonstrated as yet that we 
can apply a direct tax with high rates to large numbers of low-income 
farmers, professional men, and individual businessmen. The second 
limitation is political. It has not been demonstrated that we have the 
discipline to maintain the breadth of base and the high, effective rates 
necessary to make a direct tax supply all of our revenue needs. Strong 
pressure to raise exemptions is based on the theory that exemptions 
should be accommodated, not to revenue needs, but to some absolute 
standard of living. The proponents ignore the facts that governments 
supply prime necessities of life, too; that one way or another these will 
be paid for in part by families with incomes below the national average; 
and that the income tax is the fairest way to collect from such families. 
There is now and has always been a battle between opportunism and 
rationality in taxation, and a complete victory for rationality would be 
too much to expect. 

Perhaps the various taxes should accordingly be rated in priority 
order. In such a scale, personal income and death taxes would rate at 
the top and general sales taxes at the bottom. Corporate net income 
taxes would rank well above most special excises. The latter are quite 
as arbitrary in their incidence as the corporate income tax and have the 
additional undesirable feature that they tend to undermine the highly 
important postwar market. 

Another pertinent point is that several state and local taxes, including 
the general property tax, are subject to many of the objections here 
raised against the corporate income tax and to other limitations as well. 
An overhauling of these revenue sources is long overdue. 


VI. Undistributed Profits 


Time permits only a very limited discussion of the problem of un- 
distributed profits. Obviously the type of personal tax system now used 
falls short of reaching ability to pay that does not pass beyond corpora- 
tions. It is true that this ability does reach the individual income tax 
base eventually in the form of capital gains. Nevertheless, capital gains 
are not only favored directly by the tax system, but in addition many of 
them, for income tax purposes, are wiped out entirely when the taxpayer 
dies and the heir is allowed a basis for assets as of the time of inheritance. 
This loophole in the capital gains tax should be closed and capital gains 
should be taxed like other income (with parity treatment for capital 
losses). 

It should be said, however, that the application of graduated rates to 
capital gains without allowance for the length of time during which they 
may have accrued would be harsh and unreasonable. Many critics of the 
income tax have long recommended the addition of an averaging feature 
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which would allow the taxpayer with casual or fluctuating income some 
relief from graduated rates. This would grant him the privilege of being 
taxed on his average income over a number of years rather than on his 
annual earnings. Because of the administrative difficulties involved, 
this innovation has never been very seriously considered by the tax 
makers. However, some progress in this direction, confined if necessary 
to the higher incomes or even to incomes dominated by capital gains or 
losses, seems not too ambitious an undertaking. For the small income 
recipient the benefit of averaging could take the form of a carry-over of 
unused personal exemptions. The important facts for our present discus- 
sion are these: averaging of some sort is a prerequisite to equitable 
taxation of capital gains, and equitable taxation of capital gains is a 
prerequisite to the integration of personal and corporate taxation. 

However, the government cannot be expected to wait upon the 
realization of capital gains for the application of its tax system to corpo- 
rate reinvestment. Some tax must be collected currently as income is 
earned and reinvestment occurs. There are several possibilities available 
for applying some equivalent of the personal levy to undistributed 
earnings. One of the most promising of the proposed devices, in my 
judgment, is to collect a corporate tax at one of the rates in the personal 
scale, and to use this tax as a withholding levy. On the undistributed 
portion of corporate income this would constitute an undistributed 
profits tax except that the stockholder would be credited with the tax 
paid on his behalf if and when the reinvestment were later distributed 
as corporate dividends. 

It is true, of course, that this proposal—borrowed from the long- 
standing practice in Great Britain—would fall considerably short of 
perfectly integrating the corporate and personal tax. Whatever the with- 
holding rate applied, too much would be collected from some small 
stockholders and (unless the top surtax rate were used) too little from 
large stockholders. The perfect device for achieving integration, waiving 
practical difficulties, would be the collection from stockholders upon 
their pro rata shares of undistributed profits. As applied to the general 
run of corporations, however, this has no successful precedent anywhere 
and it is open to serious practical difficulties so well known that it is not 
necessary here to describe them. The suggested changes in the taxation 
of capital gains would do much to compensate for inequities involved in 
the withholding technique. 

The withholding technique would represent a great improvement over 
the system formerly applied in our federal law—that of exempting 
dividends received by individuals from a normal tax equivalent to the 
corporate rate. The exemption ignores the fact that a withheld tax is it- 
celf a part of income and should be included in the base used to measure 
personal tax liability. Thus, if a corporation has an income of $100,000 
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before taxes, all of which it aims to distribute, and if $25,000 of this is 
withheld for stockholders, the latter might have a surtax base of either 
$75,000 or $100,000. Assuming an effective surtax rate of 50 per cent, 
the difference in personal tax liability would be $12,500 or 123 per cent 
of the income of the stockholders. Withholding ordinarily involves a tax 
upon a tax; that is, the inclusion of the amounts withheld in the measure 
of personal tax liability. There is no good reason why this should not 
also hold true in the application of the principle to corporate income and 
dividends. 

Obviously, withholding as applied to dividends involves some first- 
rate technical difficulties of its own. Would the corporate tax legally 
represent a levy on the corporation or one upon the stockholder? If the 
former, how would withholding affect the rights of preferred as com- 
pared with common stockholders? How should the credit to individuals 
be applied in the case of delayed dividends such as those distributed 
from income earned before withholding went into effect, or when with- 
holding rates were higher or lower than those currently applied? How 
should income from sources exempt from the corporate levy be treated 
when received by individuals? Would withholding in advance on rein- 
vested income (unrealized to the individual) be constitutional? These 
and other perplexing problems would attend any real effort to integrate 
the corporate and personal tax effectively. The answers to these tech- 
nical difficulties cannot here be attempted. Suffice it to say that the 
problems are not greater, probably, than those encountered in many 
other aspects of income taxation. If an attempt is to be made at inte- 
grating the two levies, it should accept some technical difficulties as the 
necessary price of an important gain in equity. Here, too, we have the 
advantage of Great Britain’s long experience with integration. 

Much could be said for an undistributed profits tax divorced from 
withholding, particularly if it made some allowance for the capital needs 
of small corporations. Considering political factors and revenue needs, 
the following might represent the sort of compromise which would have 
a chance of acceptance in the postwar period: The combination of a 
15 per cent withholding levy, plus a 10 per cent levy on undistributed 
profits, plus a 10 per cent corporate tax of the present character, plus 
the application of the personal tax to capital gains in full (with some 
tempering of the graduated feature through averaging). Moreover, such 


a program would constitute a great improvement on our present tax 
system. 


VII. Conclusion 


It is difficult to abstract the issue of corporate versus personal taxa- 
tion from the issues of taxing undistributed profits and consumption. 
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Suppose the question were posed as follows: Assuming that all corporate 
profits were distributed and that a feasible rete of taxation upon per- 
sonal incomes would provide adequate revenue for the government, 
would you then favor a combination of personal and corporate taxes or 
only a personal tax system? 

In capitalistic and democratic countries, progress in taxation to a 
large degree takes the form of perfecting the techniques and enlarging | 
the scope of the personal tax system. This is another way of saying that 
progress takes the form of substituting rational for opportunistic types 
of taxes. Except as it applies to undistributed profits, corporate taxation 
belongs on the opportunistic rather than on the rational side of the tax 
picture. 
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THE TAXATION OF SMALL BUSINESS* 


By ALFRED G. BUEHLER 
University of Pennsylvania 


In this paper a number of the major tax problems of smail business 
at the federal level will be considered. Probably never before in our 
history have the taxation and other problems of small business received 
so much attention. The financial plight of many small concerns, their 
struggle to do their share in the battle of production during the war, 
their difficulties in carrying on under the changed conditions of peace- 
time, the realization that our economic goals of a stable and expanding 
economy call for the maximum investment and employment in small as 
well as in large enterprises, and the political importance of our numerous 
small ventures have combined to stimulate interest in their problems. 
Many persons also believe that the continued existence of the private 
enterprise system requires a vigorous growth of small business activity 
if private business is not to be monopolized by giant cartels or to be 
absorbed by governmental encroachments. 

No standard, generally acceptable definition of small business has 
thus far been formulated. It may be related to the nature of the indus- 
try, the market, the size of the investment, sales, net income, the num- 
ber of employees, and other factors. The definition of small business for 
federal taxation must be arbitrary because it must be convenient and 
practicable. It cannot consider all the variable circumstances of each 
industry and concern. Some fairly definite factor, such as annual net 
income, will probably be necessary as a yardstick. At the present time, 
a tax differential prevails for corporations with annual net incomes be- 
low $50,000. Whether this is a proper dividing line between small- and 
medium-size enterprises is a debatable proposition to which I shall re- 
turn later. The rates of the individual income tax, which apply to the 
business incomes of noncorporate enterprises, are graduated according 
to the bracket of taxable income and no other distinction has been made 
in its application to businesses of different size. 

A tax system cannot be formulated with only the problems of small 
business in mind. However important these problems may be, they must 
be approached with a consideration of the economic goals of society, the 
effects of the tax system upon economic institutions and processes, gov- 
ernmental revenue needs, and other important related factors. It is a 
matter of fact, however, that the tax problems of small business have 
much in common with the tax problems of medium and large business. 
The taxation of all business, as well as that of little business, should be 
consistent with the economic and fiscal objectives of the community. 
All tax impediments to investment and consumption along socially de- 


* Reprinted by permission of the Americun Economic Review, 
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sirable lines, so far as it is feasible, should be removed. But all tax 
restraints cannot be eliminated, if our huge postwar budgets are to be 
balanced or even largely covered by taxation, and small business, along 
with other taxpayers, must submit to sacrifices. This does not mean that 
taxes should not be moderated for the encouragement of small business 
as long as a high rate of tax must be imposed upon the larger and 
stronger corporations to raise necessary revenues. 

It is not yet evident how much tax revenue will have to be raised in 
the decade ahead, but it is quite clear that the postwar federal revenue 
system must consist of certain basic taxes, including the corporate and 
individual income taxes, customs duties, estate and gift taxes, excises, 
and social security contributions. Of these taxes, those upon corporate 
and individual incomes fall most directly upon small business and they 
will be considered in this paper: ‘Time limitations will precludé a con- 
sideration of the other taxes but a few brief remarks will subsequently 
be called for concerning the excises. 

So far as it can be accomplished, postwar taxation should not dis- 
criminate against the corporate form, which is advantageous to many 
small enterprises, or against the partnership or the proprietorship, the 
most popular of the forms of small business organization. The avoidance 
of discriminations is, unfortunately, a highly complicated and difficult 
goal. Postwar taxation should not prevent the birth or halt the growth 
of new and small ventures, invite monopoly, seriously penalize risk- 
taking, dull the incentives to working and investing, deprive small busi- 
ness of funds urgently needed to finance production, marketing, and 
employment, or so reduce the purchasing power of consumers that de- 
mand will dangerously decline. 


The taxation of small business should be as convenient and simple.as 


possible and the tax administration should be fair and understanding 
in its relations with the taxpayers, who, in turn, should co-operate fully 


with the administration in the accurate determination of their tax lia- | 
bilities. These are, of course, principles fundamental to taxation. In 


general, the postwar situation calls for a revenue structure which will be 
basically sound in its economic and fiscal effects while raising the funds, 
by means of taxes which are not excessively burdensome on investment 
or consumption, that will be needed to balance the budget and reduce 
the debt at high levels of employment.’ 


Many Proposals to Tax Small Business 


Numerous plans for the taxation of small business have been ad- f 


vanced. Indeed, one will find about as many tax nostrums as he will 


1 See also the discussion of the tax and other problems of small business in John M. Blair, 
Howard R. Bowen, and C. C. Fichtner, “Taxation,” Economic Report of the Smaller War 
Plants Corporation, 1945 





ee 








tax 
o be 
long 
that 
ness 
and 


>d in 
enue 
and 
“ises, 
orate 
they 
con- 
ently 


. dis- 
nany 
, the 
lance 
ficult 
owth 
risk- 
busi- 
and 


t de- ; 


yeas | 


ading 
fully 
x lia- 
n. In 
rill be 
unds, 
ment 
educe 


n ad- 
e will 


'. Blair, 
‘er War 











POSTWAR TAX POLICY 63 


prescriptions for the common cold. Some friends of small business have 
asked why it should not be exempt from taxation. Exemption is hardly 
feasible when workers, farmers, afd individuals generally, excepting 
those with the lowest incomes, are subject to the federal income tax and 
the masses must accept the excises and other taxes that are passed on 
to them as a result of our huge budgetary requirements. Many small 
businesses are prosperous and have a taxable capacity; others can pay 
taxes on their incomes at moderate rates if losses are adequately al- 
lowed. A great many small businessmen apparently believe that moder- 
ate taxation rather than tax exemption is all that is required and they 
do not want to depend for their existence upon governmental subsidies 
given to them indirectly through tax exemptions. 

Some persons argue that all new enterprises should be exempt from 
taxation for a few years at least; others would confine the exemption to 
manufacturing or to particular branches of manufacturing or to some 
other industry. Some, again, would give tax deductions to investments 
in new plant and equipment, and some would exempt from the indi- 
vidual! income tax the dividends on common stock or the capital gains 
derived from new undertakings. In addition to their effects upon reve- 
nues, these proposals suggest many practical complications. Many ex- 
emptions are difficult, if not impracticable, to define and loopholes for 
tax avoidance may be created which discriminate against those most 
deserving aid. If new enterprises are exempt frcm taxation, small enter- 
prises already operating may find their expansion disadvantageous and 
may even fall victim to the competition of the newcomers. It is not very 
practicable, moreover, to single out for individualized tax treatment, 
with special doses of tax vitamins, those weak enterprises which are 
having difficulty in standing on their feet. 

Taxation, while frequently important, is only one of the factors which 
may condition the conception and growth of small businesses. The man- 
agement must be competent, ample financial facilities must be available, 
production and marketing must be effective, and other requirements 
for success must be enjoyed. Tax reform, therefore, is not enough to 
assure a healthy growth of small business. But when tax rates are high 
and taxes are otherwise burdensome, because of their complications or 
other factors, they particularly threaten the rise of new small enter- 
prises and the success of concerns already operating. While some small 
concerns may be quite profitable, enjoy established competitive posi- 
tions, and have adequate financing, many others operate precariously 
in highly competitive fields, have uncertain earnings from a limited 
line of activities and meager financial resources. 

Fortunately for small business, some of the reforms required for the 
removal of onerous and unequal taxes have already been enacted. The 
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excess profits tax, which tends to be most damaging to small, growing 
enterprises enjoying a measure of prosperity while nurturing well- 
established monopolies, which is highly complicated and apparently 
impracticable of administration as an equitable impost, and which seems 
warranted only as a wartime measure, has been repealed. The much 
criticized and obnoxious capital stock tax and its equally objectionable 
companion—the declared value excess profits tax—have also been aban- 
doned by the 1945 Revenue Act. The capital stock and declared value 
excess profits taxes placed erratic and unfair burdens upon many small 
corporations with unpredictable earnings and were not based on any 
logical measure of benefits received from government or capacity to pay. 


The Corporate Income Tax 


There is no immediate likelihood that the corporate net income tax 
will be relinquished, much as some persons would like to see it go. It 
is also clear that the individual income tax will be continued. A funda- 
mental requisite, therefore, is the more effective co-ordination of the 
corporate and individual income taxes, the most difficult of the technical 
tax problems confronting the nation, and the moderation of these taxes 
as they apply to the income of small business. 

The 1945 Revenue Act lowered the corporate income tax rates from 
an existing range of 25 to 40 per cent to a range of 21 to 38 per cent, 
the maximum rate being paid now, as before, by corporations with net 
incomes in excess of $50,000 on their entire net incomes. Thus the law 
continued the principle of limited rate graduation and the granting of 
no exemptions. The new law also continued the precedent of a large 
jump in the tax rate on increases in income from $25,000 to $50,000. 
The tax rate on the first $25,000 of net income is 23 per cent; on the 
next $50,000 it is 53 per cent. (These rates apply only to corporations 
with net incomes over $25,000 but not over $50,000.) By this formula 
rate graduation is stopped at $50,000 and the ratio of total tax to total 
income rises gradually up to a maximum of 38 per cent on an income of 
$50,000. However, the formula penalizes heavily increases in income 
from $25,000 to $50,000 and discourages the expansion of small corpora- 
tions. The formula should be modified in a manner which will substan- 
tially lessen this discrimination. 

The graduation of corporate tax rates occasions numerous complexi- 
ties and inequalities. If the tax rate could be lowered to about 10 per 
cent and losses were averaged out over a period of eight or ten years, 
there would seem to be no compelling reason for introducting gradua- 
tion. A tax rate differential is justified, however, when a high maximum 
tax rate is necessary, as it may be for an indefinite period, and it is found 
that a great number of the smaller-income corporations cannot thrive | 
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under the load of a tax rate of 30 or 40 per cent and that such high rates 
also seriously retard the formation of small new ventures. 

On the other hand, the size of the net income of a corporation is,not 
necessarily indicative of the incomes of the shareholders, since many 
persons with small or medium incomes may own the stocks of large- 
income corporations and many persons with substantial incomes may 
own shares of small-income corporations. Nor does the amount of the 
income reveal the rate of return on the corporate investment. Successful 
small corporations frequently enjoy higher rates of return than larger 
corporations, but it is also true that the risks of failure are greater for 
the smaller corporations, as a rule, and their incomes tend to be more 
variable than the incomes of the larger corporations. 

Some persons would employ rate graduation to check corporate 
growth beyond a designated income level, apparently assuming that all 
corporations with incomes in excess of that sum are antisocial institu- 
tions and disregarding the fact that a corporation with a net income of 
$100,000 or $1,000,000 may be quite large in relation to its competitors 
in a given industry but quite small, relatively speaking, in another in- 
dustry. The tax rates cannot be graduated according to the badness or 
social undesirability of corporations but must fall indiscriminately, be- 
cause of practical complications, upon all concerns in a given income 
category. 

The tax rates imposed by the Revenue Act of 1945 upon the smaller 
income corporations are heavy and will apparently tend to handicap 
small struggling enterprises. They should be moderated further and can 
be, it would seem, as the lowest rates on individual incomes are lowered. 
There are both economic and political arguments for not lowering the 
tax rates on the smallest income corporations below the rates imposed 
upon the lowest brackets of individual incomes subject to taxation. A 
rough equality in the taxation of the smallest businesses can be approxi- 
mated in some measure by imposing the same initial tax rates upon the 
incomes of the small corporations and individuals. This arrangement is 
far from perfect and it does not correct inequalities arising from the 
different treatment of undistributed income by the corporate and indi- 
vidual income taxes, the double taxation of dividend income, and the 
allowances of personal exemptions and credits for dependents only by 
the individual income tax. Lessening the disparity in the taxation of 
small corporate and noncorporate firms, however, would remove some 
of the disadvantages which have discouraged many small ventures from 
incorporating and which have encouraged some small corporations to 
disincorporate. 

Assuming that the graduation of corporate tax rates is necessary as 
long as they cannot be cut to a quite moderate level, up to what income 
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should the graduation be applied? The decision on this point, for lack 
of evidence, must be somewhat arbitrary. Some have argued that rate 
graduation should stop at $25,000, others at $50,000, and still others 
at $100,000 or some other income. The higher the maximum tax rate is, 
the higher the ceiling on graduation will be that can logically be de- 
fended. Changes in the level of prices, the economic position of small 
business, and other factors will also be of importance. 

In recent years rate graduation has proceeded up to $50,000 of net 
income but the primary goal has been to protect the first $25,000. The 
vast majority of corporations earning income, approximately nine- 
tenths of them, ordinarily have incomes not over $50,000. It has there- 
fore been argued that rate differentiation up to $50,000 is a very gener- 
ous gesture. Of course this limit on graduation is intended to apply to 
fairly average conditions. Probably in various branches of manufactur- 
ing it could be argued that the rate graduation should continue up to 
$100,000 in order to separate the small concerns from their competitors, 
and some observers have contended that in particular industries a much 
higher ceiling should be established. A factor which has frequently been 
emphasized is the unavailability of capital for small concerns or its 
relatively high cost if earnings cannot be retained in large measure for 
reinvestment. The problems of taxation and financing are undoubtedly 
related and some persons look to lower taxation as the way to assure 
ample capital to small businesses. 

Any income standard of smallness or largeness is arbitrary and further 
study is needed to answer the question, is the $50,000 ceiling on rate 
graduation about right or is it too low or too high? With tax rates around 
35 to 40 per cent, it would appear that the ceiling should not be below 
$50,000 and there are reasons for arguing that it should be higher for 
manufacturing, perhaps $100,000. The difficulty of defining ‘‘manufac- 
turing” or some other industry renders a compromise necessary which 
can be applied to the various fields of activity. 

When the rate graduation is allowed to benefit only the concerns with 
incomes below $50,000, as in the present law, concerns with higher in- 
comes, even if they are slightly above $50,000, must pay the top tax 
rate, regardless of their rate of return and economic situation. The rate 
graduation is denied to all but the smallest-income concerns because it 
is felt that they alone need lower tax rates and also largely because of 
the deep conviction among members of the tax committees of Congress 
and many businessmen that this automatically precludes the possibility 
that rate graduation will be extended to higher levels of income as a 
punitive blow at the larger income corporations. The latter point of 
view has always seemed illogical to me. It would seem just as feasible 
to limit the level of marginal rate graduation by introducing a simple 
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scheme of marginal rate increases as a substitute for the present notch 
provision, with its big rate bulge on income between $25,000 and 
$50,000. If all corporations enjoyed the benefit of rate graduation on 
at least the first $50,000 of net income, medium-size concerns would 
benefit materially and as the income increased the tax concession would 
become relatively less important. The result would be, of course, that 
the effective tax rates, showing the ratio of total tax to total net income, . 
would be graduated indefinitely and that no sharp line, in effect, would 
be drawn between small- and medium-size business. 


The Incidence of the Corporate Income Tax 


In this discussion of the taxation of small business nothing has been 
said about the incidence of the corporate income tax, which has an ob- 
vious bearing on the problem. If the tax can readily be shifted, like a 
sales tax, as some persons argue, the owners of the corporations can 
escape much of its direct burden at least. If the tax cannot be shifted, 
as others contend, a high rate will directly and substantially affect the 
funds available for reinvestment and for dividends and the inclination 
to assume small business risks. Over the question of corporate tax in- 
cidence there has recently been much disagreement both among econo- 
mists and businessmen and there is a lack of statistical evidence to 
support conclusions.” Nevertheless, some tenative conclusions appear to 
be necessary because of the importance of the issues of the tax rate and 
the so-called “‘double” taxation of dividend income, first as income to 
the corporation and later as income to the shareholder. 

Probably a part of the corporate income tax, especially when the rate 
is high, is ordinarily shifted to consumers and workers. The tax falls 
upon the interest earned on the owner’s capital, which is a necessary 
cost over a period of years at least, and it would appear that a high 
rate would especially discourage the exercise of entrepreneurial ability 
while frequently depriving corporations of funds needed to finance their 
operations. Since some sellers, particularly the larger ones, have con- 
siderable control over prices, their pressure to shift taxes may be rather 
successful. Small concerns are frequently in a precarious competitive 
position and they appear to be at a handicap in shifting their taxes. 

The possibilities of tax shifting appear to vary with the particular 
circumstances encountered by each firm and also with general economic 
conditions. While the effects of a corporate income tax of 20, 30, or 

2 See, for example, Richard Goode, “The Corporate Income Tax and the Price Level,” 
American Economic Review, Mar., 1945, pp. 40-58; J. Keith Butters and John Lintner, Effect 
of Federal Taxes on Growing Enterprises (Harvard University Graduate School of Business 
Administration, 1945), pp. 7-8; Howard R. Bowen, “Taxation of Net Income from Business,” 
Bulletin of the National Tax Association, 1945, pp. 72-80; and Sumner H. Slichter’s state- 


ment in Financing American Prosperity, edited by Paul T. Homan and Fritz Machlup (Twen- 
tieth Century Fund, 1945), pp. 293-294 and 296. 
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40 per cent on supply and demand factors, upon investment and con- 
sumption, upon prices, and other factors are not clear, the tentative con- 
clusion seems warranted that although a part of the tax may ordinarily 
be shifted, especially by the larger corporations, a substantial part of it 
probably burdens the owners of the smaller corporations. The modera- 
tion of the tax on the smaller corporations, if this conclusion be valid, 
would bring direct benefits to their owners and strengthen the com- 
petitive position of these firms. Benefits to the workers and consumers 
would come through increased employment and lower prices resulting 
from the greater activity of the smaller concerns in the competitive 
struggle, under favorable conditions. 

To the extent that a corporation income tax might be shifted by small 
concerns, the process would probably be slow and painful because of 
the required readjustments. From the standpoint of the smaller enter- 
prises, which are commonly at a disadvantage in tax shifting and may 
succeed in shifting only a part of their tax at most, it would be preferable 
to reduce their taxes instead of asking-them to stagger along under 
the load of tax rates of substantial weight. 

It may be suggested that a corporate income tax which is not shifted 
is allowed for in the prices paid by investors for securities and that a 
lowering of the tax rate or the mitigation of double taxation would 
bring windfalls to those who have discounted these factors.* This adds 
another note of confusion to an already confused situation. The capital- 
ization process operates quite imperfectly because of the uncertainty of 
future taxes and interest rates on various competing investments. More- 
over, the stocks of many small corporations probably change hands in- 
frequently, if at all, and the present owners may have borne the brunt 
of past tax increases, and if so seem entitled to the benefits of tax reduc- 
tions. 

I have unduly simplified the incidence problem in this discussion and 
suggest the need for further study. Meanwhile, the tentative conclusions 
above appear to be warranted for the present. 

In attempting to estimate the taxable capacity of small corporations 
to pay an income tax it may be significant that the corporate growth of 
the twenties occurred during a period when the tax rate did not exceed 
13.5 per cent and the individual income tax rates were much lower than 
they now are. During the depression of the thirties the tax rate on small 
corporations did not exceed 15 per cent, except dvr*~ * the period when 


the unwelcome undistributed profits tax wasa ~ 1939 the maxi- 
mum tax rate had been raised to 18 per cent. © peacetime era 
has the maximum corporate tax rate previou ose to 25 or 30 


3 Note the statement by Roy Blough, Assistant to the Secret«.ry <. the Treasury, Address 
to the National Association of Cost Accountants at New Orleans, December 12, 1945, pp. 8-9. 
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per cent. The recent high tax rates have been a product of war financing 
and it is to be hoped that they may be moderated considerably for the 
oenefit of the smaller enterprises. 


Mitigating Double Taxation 


As previously implied, the income of corporations going out in divi- 
dends is subject to double taxation, to the extent that the corporate 
income tax is not shifted. If the reasoning advanced here is tenable, 
there is a substantial amount of this double taxation. With a low corpo- 
rate tax rate the problem would not be a serious one, but when small 
corporations pay taxes at rates such as those under the present law, 
running from 21 to 38 per cent, the problem is of material significance. 
Similar double taxation does not apply to interest on debt, rentals paid 
for property, wages, salaries, or other payments by corporations to 
individual income recipients. Unincorporated enterprises, whatever tax 
discriminations they may suffer, do escape from similar double taxation. 
It will probably be impracticable to eliminate double taxation because 
the uncertain and variable incidence of the corporate income tax will 
probably require a compromise which is based on a conclusion that ap- 
pears to be of general applicability but may not be valid in particular 
cases, and also because of the great postwar revenue requirements. How- 
ever, it can be, and should be, lessened materially. It discriminates 
against equity financing, invites borrowing, and introduces a discrimina- 
tion against the owners of corporations. 

To obviate the inequities and the injurious effects of double taxation, 
it has been suggested that small corrorations should have the privilege 
of being taxed as partnerships with the individual income tax. This 
would also equalize the taxation of the income distributed in dividends 
and the income retained, and the decision to incorporate or not would 
not depend largely upon the tax costs involved. Any tax disadvantages 
of corporations could be avoided by exercising the option of being taxed 
as partnerships.‘ 

It is doubtful, for constitutional reasons, if the partnership method 
of taxation could be made compulsory for corporations and even if its 
use is voluntary, legal complications must be overcome. What proportion 
of the shareholders must agree to accept this method, how shall undis- 
tributed income be prorated among the shareholders, how shall the 
ownership of stock be determined, when stock changes hands who shall 
be liable for the tax, and similar questions must be answered satisfac- 
torily. Because of its complications the partnership method would prob- 
ably be practicable only for the smallest concerns. For firms with rela- 

* See “‘Report of the Committee of the National Tax Association on Federal Taxation of 


Corporations,” Proceedings of the National Tax Associ ‘ion, 1939, pp. 547-548, 555, 559-560, 
579-580, and accompanying comments. 
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tively few shareholders, who agree upon the desirability of being taxed 
as a partnership, important advantages might be secured. Experimenta- 
tion with the partnership method to determine its desirability and 
feasibility should be undertaken on an optional basis. 

Under certain conditions the income tax may discriminate against 
noncorporate undertakings and it is sometimes suggested that they 
should have the privilege of being taxed as a corporation. This raises 
further interesting problems of tax administration and compliance that 
call for study. 

The British method of dealing with double taxation by giving share- 
holders a credit for the tax paid on corporate income going into divi- 
dends has a considerable number of supporters in this country. It 
involves a high standard tax rate and the complications of tax refunds 
as the price of greater equity. The British practice has a number of 
advantages but seems to lack sufficient popularity to secure its early 
adoption over here. It may also be questioned whether its implication— 
that the corporate income tax is not shifted to any appreciable extent— 
is tenable. 

A relatively simple procedure for removing double taxation from 
dividend income would be to grant to corporations a deduction for 
dividends paid out that are taxable to the recipient. The result would 
be an undistributed income tax. Corporations generally seem to be op- 
posed to every variety of undistributed income taxation, fearing the 
pressure upon them to pay out dividends if the tax rate is at all sub- 
stantial and also contending that they would be deprived of the most 
direct and economical source of capital—the reinvestment of earnings. 
It is invariably objected that such taxation would be most onerous for 
the concerns in direst need of capital, the small firms which cannot 
easily resort to outside financing. 

Some tax students have suggested that this last objection could be 
met by exempting undistributed income up to a designated amount, 
such as $100,000. It seems evident that if any type of undistributed 
income tax is adopted, unless its rate is very low, a differential in rate 
to protect small corporations in need of capital would be essential. 

Because of revenue needs and the opposition to a high-rate undistrib- 
uted income tax, if an undistributed income tax is adopted it would 
probably have to be imposed as a surtax levied in addition to a net 
income tax. If the surtax were quite moderate and an exemption for 
small corporations were allowed, it is possible that the plan might win 
quite a few supporters. However, there is a general apprehension among 
corporations that an undistributed income tax would take away from 
management the control over dividend policies and the reinvestment of 
earnings, a result which those who oppose corporate policies would like 











or 
id 
>» 
1e 


b- 


S. 


or 
ot 


be 
it, 
ed 
ite 


ib- 
ld 
et 
for 
yin 


ike 








POSTWAR TAX POLICY 71 


to see accomplished because they believe the shareholders should decide 
whether earnings should be reinvested and that excessive corporation 
saving is an important cause of economic instability. 

The most popular plan among businessmen for dealing with double 
taxation appears to be the giving of a credit to individual shareholders 
for at least part of the tax paid by corporations on their income flowing 
into dividends. When the individual income tax was enacted in 1913 
dividends were exempt from the 1 per cent individual normal tax be- 
cause corporate income had previously been taxed at the same rate. 
This procedure continued until 1936, although the tax rates changed, 
when it was abandoned for the short-lived and much criticized undis- 
tributed income tax. 

One proposal assumes that it will be practicable to lower the corpo- 
rate income tax rate to about 20 per cent and to impose a starting rate 
on individual income at the same figure. Investors would receive a 
credit, in computing their individual income taxes, for the full corporate 
tax. This implies that there is no shifting of the tax on corporate income 
going into dividends.® It may be doubted in view of revenue needs, if it 
will be possible to reduce the corporate tax to a flat rate of 15 or 20 per 
cent and there is also much doubt concerning the willingness of individ- 
uals to permit corporations generally to be taxed at the same rate as the 
initial rate on individual incomes. 

Another proposal would tax the smallest income corporations and 
the lowest income brackets at the same proposed rate of 16 per cent. 
It apparently assumes that a substantial part, but not all of the corpo- 
rate income tax, is ordinarily shifted and a compromise is suggested 
which would allow to shareholders, except to those with the lowest 
incomes investing in the smallest-income corporations, who would re- 
ceive a full credit, a credit for only part of the tax paid by corporations. 
To avoid administrative complications, no tax refunds would be per- 
mitted.® 

This approach to the double tax problem might produce a mild pres- 
sure upon corporations to increase their dividends, but it would pre- 
sumably have much less influence upon dividend policies than an undis- 
tributed income tax of any weight. To many businessmen this seems to 
be an advantage; to critics of corporate policies it is a weakness. 

There is no perfect solution in sight for the dilemma of double taxa- 
tion of corporate dividends. For this reason the perfectionists would 
do nothing and would postpone action until a quite perfect plan is 


5 See Research Committee for the Committee on Economic Development, a Postwar Federal 
Tax Plan for High Employment, 1944, and Committee on Postwar Tax Policy, A Tax Program 
for a Solvent America (Ronald Press Company, 1945). 
os” A Program for Federal Taxes (National Association of State Chambers of Commerce, 
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available. But if corporate tax rates must remain rather high, as they 
apparently must, and if risk-taking and investment in equity capital 
are to be encouraged, it appears to be necessary to at least alleviate 
appreciably the discriminations of double taxation. The best possible 
compromise, considering the economic, psychological, and revenue fac- 
tors involved, should be sought and soon adopted. 


The Individual Income Tax 


The little factories, shops, stores, and other ventures are commonly 
not incorporated and our discussion must extend beyond the corporate 
income tax. For the owners of these enterprises the individual income 
tax is a business tax. With its exemptions, credits, and progressive rates 
it is popularly recognized as the tax which best conforms with personal 
ability to pay. Because of its revenue advantages and its adaptability 
to individual circumstances, it may properly be regarded as the major 
postwar federal revenue. 

The individual income tax directly affects the availability of funds 
for new and existing small unincorporated enterprises and will, if the 
rates are high, also influence the incentive to risk-taking. It is regret- 
table that the information we have concerning the investments made 
by persons among the various income brackets in small concerns and 
the psychological effects of taxation upon investment is rather meager. 
Many little ventures are plainly financed by persons with modest in- 
comes; others draw funds from the middle and upper incomes. If these 
little undertakings succeed, they tend to finance their activities by the 
reinvestment of their earnings. 

Unfortunately for small business, postwar revenue needs promise to 
be so great that drastic cuts in the individual income tax do not appear 
to be feasible in the near future. The tax rates on 1946 incomes start 
at 19 per cent and rise to 86.45 per cent. For the normal as well as the 
surtax, married couples are allowed an exemption of $1,000 and a credit 
of $500 is allowed for each dependent. The higher exemptions for the 
normal tax will remove some 11,000,000 taxpayers, it has been reported, 
from the tax rolls. 

Unless living costs rise greatly, the national income expands mate- 
rially, or expenditures are slashed drastically, revenue requirements will 
probably call for a continuance of these exemptions and credits for the 
immediate period before us. Further rate reductions should be granted, 
if at all possible, to moderate the burdens on the owners of small busi- 
ness and other groups. It is to be hoped that the initial tax rate may be 
cut to at least 15 per cent and that the tax rates on the other income 
brackets may also be cut substantially, with a consideration of the 
effects of taxation upon the availability of funds for investment in small 
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ventures and the willingness to assume risks. The maximum tax rate 
should soon be cut to 75 per cent and subsequently to a lower figure. 

A related problem, which is highly complicated and very contro- 
versial, is the treatment of capital gains in such a manner that investors 
will not decline to place their savings in new risks nor will those receiving 
capital gains be given unnecessary and unfair tax concessions. The 
requests of investors for a reduction in the tax rates and for greater 
allowances for losses should be appraised on their merits. A moderation 
in the taxation of capital gains seems warranted only if the individual 
incoime tax rates on other income are lowered substantially and if the 
lighter taxation appears desirable in order to stimulate investment. 

The tax reductions on individual incomes that will be feasible are 
related to the taxation of corporate income, the excises, and other 
federal revenues. The tax system should be moderate in its application 
to consumer purchasing as well as to investment if economic balance is 
to be maintained. For this reason some tax students would eliminate 
virtually all the excises. If the period immediately before us promises 
to be a boom era, with the inflationary forces ‘prevailing over the de- 
flationary, there are strong arguments for imposing substantial excises 
both to exert anti-inflationary effects upon consumer demand and to 
raise badly needed revenues. When the deflationary forces prevail, of 
course, the excises should be cut greatly. 


Offsetting Losses Against Income 


The conviction has grown among tax students as well as businessmen 
that business income is not fairly defined for taxation by considering the 
income of a single year only. At the present time both corporate and 
noncorporate undertakings are allowed to carry their net operating 
losses of a given year back against the income of the two preceding years 
and forward against the income of the next two years until they are 
offset against income. This permits a five-year averaging of income. 

The loss carry-back is more helpful to firms with declining fortunes 
than to new undertakings and firms with success ahead of them rather 
than behind. It involves complications for both the taxpayers and the 
Treasury because it requires the reconsideration of the income of prior 
years and the refunding of taxes previously paid. Many persons have 
therefore proposed that the carry-back should be dropped about two 
years after the war, or at most be allowed only as a one-year carry-back. 
There is a quite general agreement that the loss carry-forward should be 
extended to a longer period. This is particularly important for enter- 
prises with fluctuating incomes alternating with losses, a situation 
characteristic of many small concerns. A longer averaging period would 
permit a more complete recovery of depreciation and other costs and a 
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seven- or eight-year carry-forward would be desirable. New concerns 
struggling to surmount the trials of infancy would not benefit im- 
mediately from the carry-forward any more than they would from the 
carry-back, but they would take hope in the knowledge that losses could 
be carried along to offset income and that no income tax would be paid 
until ample allowance had been made for losses. 

The possiblg desirability of some loss carry-back, perhaps for one 
year, should not be overlooked in the eagerness for a longer carry- 
forward. During a depression the carry-forward would offer some rays of 
hope for the future but would not relieve the present distress of con- 
cerns suffering losses. A loss carry-back here might be of considerable 
significance in saving weakened enterprises. 


More Liberal Depreciation Allowances 


The income remaining to small business ventures after taxes, which 
is their measure of success, depends upon the administration of taxes as 
well as their rates. Small businessmen in both corporate and non- 
corporate undertakings frequently declare that the rates of depreciation 
and obsolescence allowed have been so low and inflexible as to discourage 
the replacement of worn and outdated plant and equipment with new 
and improved facilities. More liberal allowances for depreciation and 
obsolescence would tend to improve methods of production and would 
invite investment. 

The estimated useful life of plant and equipment should set the 
minimum rates of depreciation and obsolescence, but business judgment 
may demand more rapid rates in order to allow for errors in judgment 
and to permit a quicker charging off of costs of improvements and a 
faster accumulation of reserves to finance new improvements. The risks 
of not recovering costs will be lessened if the rates of depreciation and 
obsolescence are increased. 

A more liberal administrative attitude would readily permit the tax- 
payers to choose the rates warranted by their own experience and that 
of their industry, would remove many of the existing inequalities in the 
application of the law, would eliminate many sources of friction between 
taxpayers and tax administrators, would allow to many small enter- 
prises the rates they should have and which their competitors, who may 
be more fortunately situated for fighting out claims for depreciation, 
may actually receive. A more liberal administrative attitude does not 
demand anarchy in depreciation and obsolescence. The methods fol- 
lowed and the rates allowed should be logically consistent. The problem 
appears to be mainly administrative but it may require a statutory 
clarification. 
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Conclusions 


The taxation of small business should be consistent with the postwar 
goal of a high and increasing national income. For lack of information 
concerning the distinguishing characteristics of small business, its 
definition, for the present, must be somewhat arbitrary. For income tax 
purposes, a selected amount of annual net income seems to be the most 
satisfactory practicable yardstick. 

Small business will benefit from the repeal of the excess profits tax, 
the capital stock tax, and the related declared value excess profits tax. 
As long as the corporate income tax rates must be rather high, a rate 
differential for the benefit of the smaller-income corporations is justified. 
If the maximum tax rate must remain at approximately the present 
level, rate graduation up to at least $50,000 of net income is desirable 
until more adequate information is available as a basis for selecting the 
proper ceiling. 

That the income tax tends to remain substantially with the smaller 
corporations may be accepted as a tentative working assumption. 
Because of this tendency and the taxing of dividends both as corporate 
and individual income, risk-taking, financing by equity capital, and the 
corporate form of organization are discouraged. The double taxation 
should be mitigated by permitting small corporations to be taxed as 
partnerships and by a better co-ordination of the corporate and in- 
dividual income taxes that would allow for the discriminatory double 
taxation. 

The individual income tax rates on small, medium, and large incomes 
should be moderated as much as possible as an aid to small business. 
If necessary as a stimulus to investment the taxation of capital gains 
should be lightened and capital losses should be more fully allowed as 
the individual income tax rates are reduced. 

The carry-over of net operating losses is economically sound and 
should be extended to a longer period. A carry-forward of seven or eight 
years should be allowed. The desirability of a carry-back should be 
studied. 

A more liberal administrative policy on depreciation and obsolescence 
that would not retard investment and that would lessen the risks of not 
recovering the costs of new facilities should be adopted. This would also 
eliminate many of the existing inequalities in the interpretation of the 
law and many of the frictions that arise between the taxpayers and the 
administration because the taxpayers are not permitted to select the 
methods and rates of depreciation warranted by their experience and 
that of their industry. 










DISCUSSION 


Roy G. BLAKeEy: Perhaps my comments on the papers of Professors 
Groves and Buehler would be more spirited if I had more violent differences 
of opinion. I find myself in substantial agreement with most of their expo- 
sitions and recommendations. Most of the matters on which we disagree 
are not extremely important, or they are so difficult of solution that a judi- 
cially minded person cannot be too dogmatic about them. In my opinion, 
the most important shortcoming of both papers is the wholly inadequate 
discussion of the basic question of the incidence of taxes on business, and 
particularly of taxes on corporations. 

After a few brief comments on other points in the two papers, I will 
devote my very limited time to a few comments on incidence. 

As Professor Groves says, the proper allocation of tax levies upon various 
corporations, partnerships, and sole proprietorships cannot, as a practical 
matter, be entirely justified on the basis of benefit, or on the basis of ability 
to pay, or, for that matter, on the basis of any single criterion. The impor- 
tance of different criteria varies with different taxes and with different 
circumstances. Each pertinent factor should be given due weight in view of 
all other facts in each particular case. This requires much wisdom and the 
ability to adjust all political and other pertinent pressures; hence it is 
obvious why actual tax decisions and actions are seldom perfect. It is thus 
seldom or never possible to achieve complete tax equity, or to be entirely 
fair in determining what rates of taxation shall be levied upon corporations, 
partnerships, and sole proprietorships. This is particularly true in the 
United States in view of conflicting court decisions affecting the taxation of 
corporate income; that is, relative to the corporate entity, on the one hand, 
and relative to looking through veils and forms and considering the real 
essence of things, on the other hand. 

In spite of all of these and other difficulties, however, it is generally agreed 
that each of these three forms of business organization (not to mention 
others) has certain peculiar economic and social advantages which vary 
with different conditions and that, by and large, it is unwise to discourage 
the use of the most desirable forms of business organization by punitive 
taxation or even by arbitrary tax requirements. 

With respect to the graduation and increasing of tax rates on business it 
is my opinion that it would be in the public interest to reverse the trends 
of the last dozen years; that is, to lessen the graduations and the other dis: § 
criminations against corporations, and to treat those engaged in the three 
leading forms of business organization much more nearly on an equality 
than in the recent past. Ability to pay and benefit received from govert- 
ment services are individual or personal matters and can be reached much 
more accurately and equitably through individual or personal taxation 
than through business taxation of the types we have employed lately. 

This is a renewal of a suggestion I made at the 1927 meeting of the 
American Economic Association in a paper on the “Simplification of the 

Income Tax.” This suggestion has had numerous other advocates during 
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the last two or three years. But we are not entirely ready yet, either politi- 
cally or administratively, for the simplification recommended years ago and 
now again. Meanwhile, we should make the best compromise adjustments 
that are feasible in view of all the pros and cons. 

Professor Buehler’s paper on the ‘“T'axation of Small Business” is not 
quite so concise and direct as the paper of Professor Groves, though I 
agree with most of its specific recommendations. For example, I think it 
would be well to try the experiment of giving small corporations and their 
stockholders the option to be taxed like partnerships and their partners. 
It seems, however, that there are other and better methods in some cases. 

On genera! principles, I am strongly opposed to subsidies chiefly because 
they are so commonly and flagrantly abused. There are, however, strong 
arguments for lessening temporarily tax restrictions on promising new 
growth industries, especially in the early stages when development is 
greatly handicapped by the difficulty of securing much needed capital for 
expansion of plant, employment, and production. In my opinion, giving 
new, efficient industries a fair chance to develop is necessary in order to: 
hold monopoly in check; make free competition effective; assure the best 
utilization of human and other resources; give maximum employment at 
highest possible wages; in fact, to prevent the decline and decay of private 
enterprise, and to provide the high standards of living which it makes 
possible. 

The present federal tax laws, and most of the better known postwar tax 
plans have some provisions for assisting small business. This is true of the 
C.E.D. plan, the two National Planning Association proposals, the Twin 
City plan, and particularly the Cornelius Job Credit Tax plan—a relatively 
recent proposal of a young Minneapolis inventor and manufacturer. 

I think the latter proposal has some special merits in that it tends to 
encourage the most efficient new enterprises rather than all small businesses 
regardless of their needs or merits. The inefficient enterprises are not en- 
couraged by this plan and hence such enterprises will not have to be carried 
along indefinitely and thus act as a drag on the economy, as would be the 
case under most postwar tax plans. 

Now, I want to mention a few points relating to the incidence of business 
taxes, particuiarly about the incidence of taxes on corporations. Although 
both Professors Groves and Buehler mention incidence briefly, instead of 
evading the subject entirely, as do many who discuss business taxation; 
nevertheless, like too many others, they also shy away from the subject 
quickly after making a few remarks about the difficulty or impossibility 
of saying anything that is certainly true about incidence, except that we 
Shall know little that is really important about business taxation until 
somebody makes a more thorough study of incidence. 

Professor Buehler did go so far as to say “the tentative conclusion seems 
warranted that although a part of the tax may ordinarily be shifted, espe- 
cially by the larger corporations, a substantial part of it probably burdens 
the owners of the smaller corporations.” He goes on to add what he terms 
other “notes of confusion” and ends by saying: “I have unduly simplified 
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the incidence problem in this discussion and suggest the need for further 
study. Meanwhile, the tentative conclusions above appear to be warranted 
for the present. .. . The recent high tax rates have been a product of war 
financing and it is hoped they may be moderated considerably for the bene- 
fit of the smaller enterprises.” 

It seems to me that what are most needed by the many who are still 
groping about in the incidence fog are: (1) the knowledge or recognition of 
a few guiding or fundamental principles; and (2) adequate representative 
samples of basic factual data to which to apply the principles or general 
rules. 

Following are some of the important principles or general truths affecting 
the incidence of taxes on business. 

There is what is sometimes called the “principle” or “law” of the tend- 
ency toward the equalization of profits or of net incomes, particularly in 
a static state under conditions of competition. There is the opposing prin- 
ciple or general truth of the tendency of every business and of every indi- 
vidual to take advantage of his or its special opportunities to maximize 
his or its income through a greater or lesser degree of advantage (or monop- 
oly). With equal ability and equal opportunity on the part of all and with 
their continued maintenance in a static state there would be continued 
equalization of incomes. 

In such a static state, a new universal tax would be equally diffused 
without shifting; the burden of a special tax would be equalized in time, 
depending upon frictions, that is, upon the fixed capital and labor costs, or 
one might say upon the fluidity or viscosity of the conditioning forces. Or 
one might say, depending upon the short- or long-run character of the 
monopolistic forces introduced by the dynamic changes caused by new 
taxes. Every special advantage or disadvantage introduced by an unequal- 
izing factor creates a degree of monopoly (as opposed to pure competition 
which works for equalization). 

In a dynamic universe we never have a wholly static or purely competitive 
economy, nor in a democratic regime do we ever have a complete, unregu- 
lated monopoly. Even in a so-called ‘‘monopolistic’”’ economy, the monopoly 
is not likely to be complete. The greater the degree of monopoly, especially 
in a system of private enterprise, the less the tendency toward the equaliza- 
tion of profits. The greater the degree of monopoly the greater the power to 
control prices and profits but not necessarily the greater the advantage of 
shifting taxes. 

It may be of interest to consider momentarily a topic much discussed in 
recent months; namely, the shifting of excess profits and corporate income 
taxes, or, to put the question in reverse, to ask who will get the benefit of 
the repeal or reduction of such taxes and in what proportions—the stock- 
holders, the employees, or the consumers of the products? Without going 
into the details of analysis at this point, if is obvious that the answer 
depends in large part upon the measure of monopoly exercised by each of 
the several interests mentioned. The curves of demand and supply of the 
several products will also be of crucial importance. The shifting will depend 
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also upon many other things, such as changing tastes and the height and 
distribution of incomes. There will be space here for mention of only a few 
specific illustrative principles and requirements necessary to determine the 
incidence of profits or commodity taxes. 

As is well known by tax students, under perfect competition the tendency 
is to shift the entire tax levied per unit of commodity produced at constant 
cost; something less than the entire tax upon a commodity produced at 
increasing cost; and something more than the tax upon a commodity pro- 
duced at decreasing cost. In the two latter cases the proportion of the tax 
that will be shifted depends upon the elasticity or the slope of the demand 
curve, though the indefinite extension of decreasing costs leads to monopoly. 

Though the ability of a concern to raise prices depends upon the complete- 
ness of its monopoly, in numerous cases it does not pay a monopoly to shift 
as large a proportion of a new tax as a competitive business is compelled 
to shift in order to avoid bankruptcy. For example, it does not pay a com- 
plete monopoly with perfect monopoly prices to shift any part of a flat tax 
consisting of so many dollars, regardless of output, or any part of a per- 
centage tax on net profits or net income. It could raise its prices and lessen 
its taxes in case of a percentage tax on profit, but it would lessen its profits 
after taxes by doing so, more than if it absorbed the entire tax. 

Joan Robinson and others have shown that it would pay a perfect 
monopolist to shift half (not more or less) of a commodity unit tax under 
conditions of constant cost and a straight line demand curve, whereas it 
would pay a competitive business to shift the entire tax under such condi- 
tions. In the cases of increasing and decreasing costs, and/or of other than 
straight line demand curves, it would pay perfect monopolists to shift 
proportions of the several taxes different than the proportions in the case 
of competitive businesses. 

By fitting the marginal revenue curve to each set of demand and supply 
curves, one can show accurately how every such tax will tend to be shifted. 
The time required for such shifting to reach stability, both under competi- 
tion and monopoly, will depend upon various frictions, or liquidities, much 
as the time it takes for molasses to reach a level depends upon its composi- 
tion, the temperature, etc. 

Many of the claims that the incidence of taxes, especially the incidence 
of taxes on business, are uncertain and jndeterminable are unreasonable 
claims. Of course, it is true that one can tell little about such incicaence if 
he knows nothing of the laws of supply or demand for the products of the 
business in question. But if he can plot accurately the supply and demand 
curves, and if he can fit the marginal revenue curves as mentioned above, 
he can tell the incidence of commodity taxes quite accurately. If he can 
approximate these curves, he can approximate the incidence. But if he has 

* However, decreasing costs never continue forever with unlimited expansion of output. 

? As Joan Robinson shows how to do in her Imperfect Competition. By the way, most of these 


techniques of Robinson, Chamberlin, and other recent writers are developments and applica- 


tions of those introduced and indicated many years before by Cournot, Edgeworth, Marshall, 
and others, 
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no basic facts, or inadequate representative facts, he has not the data to 
which to apply the fundamental principles. He would be somewhat in the 
position of a physicist or chemist or astronomer with inadequate and unde- 
pendable data. Even an expert in a so-called “exact” science would not be 
expected to make an accurate estimate or forecast if he had inadequate data 
to which he could apply well-established principles. How much less reason- 
able it is to disclaim against the uncertainty of the incidence of mercurial 
or dynamic human or social pressures. 

Those of us who want to overcome the uncertainties about incidence in 
the future should increase our knowledge of principles and also of the basic 
but very dynamic facts of supply and demand in specific situations. General 
knowledge of such principles and facts would doubtless improve greatly 
the knowledge of incidence and probably lead to much greater regulation 
if not reduction of monopoly. 
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TAX POLICIES FOR PROSPERITY* 


By BEARDSLEY RUML, 
R. H. Macy and Company 


Our first goal today—the organization of a just and durable world 
peace—requires that world economic relationships be established on a 
humane and orderly basis. For the success of all these international 
plans a high level of employment and production in the United States is 
everywhere conceded to be indispensable. With high prosperity, we shall 
require large imports of raw materials, and we will find ways to obtain 
for ourselves the economic advantages of lower tariffs on foods and man- 
ufactured goods. With high prosperity, we shall be less greedy for foreign 
outlets to take up excess capacity and we shall be more willing to see our 
exports directed to the world’s essential needs. With high prosperity; 
we shall more easily reduce restrictive practices and discriminatory 
prejudices that spring from fear and result in contempt and hate. 

The first requirements for prosperity are those basic things on which 
all production depends; namely, raw materials, cheap and widely avail- 
able power, a reliable system of transportation, a sound currency, and 
an abundance and variety in human skills—scientific, mechanical, 
artistic, and managerial. The United States is well provided with these 
basic requirements for prosperity. We are not so completely provided 
with these elements that we can isolate ourselves from the rest of the 
world without economic and cultural loss, but we have enough so that 
by trade with others we can have access to what we need and want. 

The second requirement for prosperity is the organization of these 
basic elements into a working pattern of production and distribution. 
Today we see clearly that, even though all else can be organized, it is to 
no avail unless there is a harmonious and acceptable foundation in 
satisfactory labor relations. The conflicts that are now appearing are not 
as simple as they are sometimes described; namely, as a controversy 
between two adversaries, capital and labor. Today there are four parties 
directly at interest in the conflict—owners, managers, labor leaders, and 
workers—with millions of unorganized workers and small businessmen 
on the sidelines but by no means outside the danger zone of minor 
injury or disaster. The basic objective in the field of labor relations is not 
unlike the basic objective in the field of international relations; that is, 
to eliminate the use of force in the settlement of disputes and to establish 
in its place a system of law and justice based on consent. We cannot 
expect to eliminate controversy and disputes, but we can reduce the 
number of them and see to it that settlements are arrived at in terms of 
recognized principles, justly applied and adequately enforced. 

Throughout the present period of tension let us keep in mind that 


* Reprinted by permission of the American Economic Review, 
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what we want fundamentally is to eliminate the use of force in the settle- 
ment of disputes between men in all areas, at home and abroad. Ac- 
cordingly, we wish to bring into the area of labor relations, for the settle- 
ment of disputes when they arise, a system of recognized law and im- 
partial justice administered in an atmosphere of consent. Only in this 
way can we attain the high level of productive prosperity under democ- 
cracy which we have set as our goal. 

The third requirement for prosperity is the maintenance of an 
adequate, effective demand for the goods and services which we are able 
to produce. Even though we have all the basic elements for production 
and have them organized so that abundant output can be realized, 
nevertheless without an effective demand that will move these products 
into consumption, the channels of distribution will become clogged, the 
means of production will be made idle, mass unemployment will appear, 
and prosperity will fade away. 

Today we are experiencing an unprecedented demand for the products 
of business and agriculture. This demand is the result of many years of 
shortages and of enormous purchasing power in the hands of the people. 
The demand in fact is so great that many restraints are necessary to 
keep it from expressing itself in an inflationary price rise. In a period 
such as the present, when effective demand is so great that arbitrary 
regulations and controls are still needed to prevent inflation, it is easy 
to forget that all through the thirties, and perhaps in the twenties, too, 
effective demand was not sufficient to move the products which business 
and agriculture could produce. Nor have those corrections of past 
policies and practices been made which would give us confidence that 
such periods will not come again. It is for this reason that there is need 
to consider national fiscal policy as a principal means of helping us to 
maintain a condition of high prosperity. 

The importance of national fiscal policy in attaining and maintaining 
high prosperity is so great that there are some who overemphasize what 
fiscal policy can do, and who give the impression that a sound fiscal 
policy by itself would be a panacea for all our economic ills. This, of 
course, is far from the case. Measures of fisc&l policy can clear the way 
and can facilitate; they cannot produce goods and services; they cannot 
give employment. They can create a situation in which high employ- 
ment becomes possible as business, labor, and agriculture find the way. 
But all the favorable conditions with respect to basic elements and to 
the organization of men and materials for work will be unavailing if 
effective demand is insufficient to keep the wheels turning. 

We must recognize that the objective of national fiscal policy is above 
all to maintain a sound currency and efficient financial institutions; but 

consistent with this basic purpose, fiscal policy should and can con- 
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tribute a great deal toward obtaining a high level of productive employ- 
ment and prosperity. 

If a constructive over-all fiscal policy is to be legislated and administer- 
ed, corrective measures must be adopted by the government in both the 
legislative and executive branches. At this time, even if a fiscal and 
monetary policy to complement and supplement the activities of private 
business were generally agreed upon, there is no possibility under the 
present organization of the federal government of its being made opera- 
tive or effective. 

Since taxation is one of the most important parts of fiscal policy, let 
us discuss basic policy for federal taxation. 

During the war we have learned many things about taxation in its 
relation to fiscal policy. If we look at the financial history of recent years 
it is apparent that nations have been able to pay their bills even though 
their tax revenues fell short of expenses. Those countries whose expenses 
were greater than their receipts from taxes paid their bills by borrowing 
the necessary money. The borrowing of money, therefore, is an alterna- 
tive which governments use to supplement the revenues from taxation 
in order to obtain the necessary means for the payment of their bills. 

A government which depends on loans and on the refunding of its 
loans to get the money it requires for its operations is necessarily de- 
pendent on the sources from which the money can be obtained. In the 
past, if a government persisted in borrowing heavily to cover its ex- 
penditures, interest rates would get higher and higher, and greater and 
greater inducements would have to be offered by the government to the 
lenders. These governments finally found that the only way they could 
maintain both their independence and their solvency was to tax heavily 
enough to meet a substantial part of their financial needs, and to be 

prepared—if placed under undue pressure—to tax to meet them all. 

The necessity for a government to tax in order to maintain both its 
independence and its solvency is true for state and local governments, 
but it is no longer true for a national government. Two changes of the 
greatest consequence have occurred in the last twenty-five years which 
have substantially altered the position of the national state with respect 
to the financing of its current requirements. The first of these changes is 
the gaining of vast new experience in the management of central banks. 
The second change is the elimination, for domestic purposes, of the con- 

vertibility of the currency into gold. 

Final freedom from the domestic money market exists for every 
national state where there exists an institution which functions in the 
manner of a modern central bank, and whose currency is not convertible 
into gold or into some other commodity. 

The United States is a national state which has a central banking 
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system, the Federal Reserve System, and whose currency for domestic 
purposes is not convertible into gold or into any other commodity. It 
follows that our federal government has final freedom from the money 
market in meeting its financial requirements. Accordingly, the social 
and economic consequences of any and all taxes have now become the 
prime consideration in the imposition of taxes. National states no longer 
need taxes to get the wherewithal to meet their expenses. Therefore, 
since all taxes have consequences of a social and economic character, the 
government should look to these consequences in formulating its tax 
policy. All federal taxes must meet the test of public policy and practical 
effect. The public purpose which is served should never be obscured in a 
tax program under the mask of raising revenue. 

Federal taxes can be made to serve four principal purposes of a social 
and economic character. These purposes are: (1) as an instrument of 
fiscal policy to help stabilize the purchasing power of the dollar; (2) to 
express public policy in the distribution of wealth and of income, as in 
the case of the progressive income and estate taxes; (3) to express public 
policy in subsidizing or in penalizing various industries and economic 
groups; and (4) to isolate and assess directly the costs of certain national 
benefits, such as highways and social security. 

In the recent past, we have used our federal tax program consciously 
for each of these purposes. In serving these purposes, the tax program is 
a means to an end. The purposes themselves are matters of basic 
national policy which should be established, in the first instance, in- 
dependently of any national tax program. 

By all odds, the most important single purpose to be served by the 
imposition of federal taxes is the maintenance of a dollar which has 
stable purchasing power over the years. Sometimes this purpose is 
stated as “‘the avoidance of inflation”; and without the use of federal 
taxation all other means of stabilization, such as monetary policy and 
price controls and subsidies, are unavailing. All other means, in any case, 
must be integrated with federal tax policy if we are to have tomorrow a 
dollar which has a value near to what it has today. 

The war has taught the government, and the government has taught 
the people, that federal taxation has much to do with inflation and 
deflation, with the prices which have to be paid for the things that are 
bought and sold. If federal taxes are insufficient or of the wrong kind, 
the purchasing power in the hands of the public is likely to be greater 
than the output of goods and services with which this purchasing de- 
mand can be satisfied. If the demand becomes too great, the result will 
be a rise in prices, and there will be no proportionate increase in the 
quantity of things for sale. This will mean that the dollar is worth less 
than it was before. That is inflation. On the other hand, if federal taxes 
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are too heavy or are of the wrong kind, effective purchasing power in the 
hands of the public will be insufficient to take from the producers of 
goods and services all the things these producers would like to make. 
This will mean widespread unemployment. 

Briefly the idea behind our tax policy should be this: that our taxes 
should be high enough to protect the stability of our currency, and no 
higher. Putting it another way, our taxes should be as low as they pos- 
sibly can be without putting the value of our money in danger of in- 
flation. The lower our taxes are, the more purchasing power will be left 
at home in the hands of the people—money that can be spent by them 
for the things they want to buy, or that can be saved and invested in 
whatever manner they choose. 

Now it follows from this principle that our tax rates can and should be 
lowered to the point where the federal budget will be balanced at what 
we would consider a satisfactory level of high employment. If we set 
our tax rates any higher than this, we are reducing unnecessarily the 
money that private individuals will have to spend and to invest; and, 
therefore, we make it more difficult for ourselves to get to high employ- 
ment and to stay there. There is wide agreement that a satisfactory high 
level of postwar employment in the United States means a national 
income at present price levels of at least 140 billion dollars, and so we 
should set our tax rates to balance the budget at a national income of 
140 billion, and not at 120 billion or some lesser figure. We do not want 
our tax system to work against us all the way up to high employment. 
In fact, we may never reach high employment if we set our tax rates too 
high. 

Obviously, taxes should be reduced where reduction will do the most 
good in creating consumer demand and in encouraging private invest- 
ment. 

The first taxes that should be eliminated are taxes on consumption— 
except when these are imposed for regulatory purposes. If it is true that 
our prime objective is to increase the standard of living of the masses of 
the people, what better way can be devised than leaving with the people 
the income which is already in their hands? What method of getting 
purchasing power back to the people is politically as acceptable as 
leaving it with them in the first place? 

Next, and to some this seems a curious conclusion, the corporation 
income tax should be abolished. At the same time, measures must be 
adopted so that the corporate form of doing business will not be used as 
a device to avoid payment of individual income taxes or as a means of 
building up unneeded and unused corporate surpluses, or to secure tax 
advantages over unincorporated businesses. 

As a matter of fact, after sales taxes and excises, the corporation in- 
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come tax weighs most heavily on the standard of living of the people; 
and at the same time it obstructs the flow of savings to investment. 

It is impossible to know exactly who pays how much of the tax on 
corporation profits. The stockholder pays some of it, to the extent that 
the return on his investment is less than it would be if there were no tax. 
But it is equally certain that the stockholder does not pay all of the tax 
on corporate income. Indeed, he may pay very little of it. After a period 
of time, the corporation income tax is figured as one of the costs of 
production and it gets passed on in higher prices charged for the com- 
pany’s goods and services, and in lower wages, including conditions of 
work which are inferior to what they otherwise might be. 

The reasons why the corporation tax is passed on must be clearly 
understood. In the operations of a company, the management of the 
business, directed by the profit motive, keeps its eye on what is left over 
a profit on its invested capital. Since the corporation must pay its 
federal income taxes before there are any net profits, taxes are thought 
of—the same as any other uncontrollable expense—as an outlay to be 
covered by higher prices or lower costs. Since all competition in the same 
line of business is thinking the same way, prices and cost will tend to 
stabilize at a point which will produce a profit, after taxes, sufficient to 
give the industry access to new capital at a reasonable price. When this 
finally happens, as it must if the industry is to hold its own, the federal 
income tax on corporations will have been largely absorbed in higher 
prices and in lower wages. The effect of the corporation income tax is, 
therefore, to raise prices and to lower wages by an undeterminable 
amount. Both tendencies are in the wrong direction and are harmful to 
the public welfare. 

Can the government afford to give up the corporation income tax? 
This really is not the question. The question is this: Is the corporation 
income tax a favorable way of assessing taxes on the people—on the 
consumer, the workers, and investors—who after all are the only real 
taxpayers? It is clear from any point of view that the effects of the 
corporation income tax are bad effects. The public purposes to be served 
by taxation are not thereby well served. The tax is uncertain in its effect 
with respect to the stabilization of the dollar, and it is inequitable as 
part of a progressive levy on individual income. It tends to raise the 
prices of goods and services. It tends to keep wages lower than they 
otherwise might be. It reduces the yield on investment and obstructs 
the flow of savings into business enterprise. The elimination of the 
corporation income tax from the tax system will increase the effective- 
ness of our fiscal and monetary policies and, by broadening markets for 
goods and services, will strengthen business for its task of producing 
goods, providing employment, and giving the people a place where their 
savings can be invested. 
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Once the tax machine is remodeled in the postwar period, every 
effort should be made to keep the tax system simple and understandable. 
Constant tinkering with the tax structure only serves to produce con- 
fusion, uncertainty, and expensive administration. 

Although we must accept the existence of deficits in times of unem- 
ployment, they will be only in proportion to the emergency. The tax 
policies suggested do not contemplate permanent budget deficits as a 
necessary element in the economy. On the contrary, they allow for the 
possible overexpansion of private business activity which would be 
checked by public debt retirement. These policies do not require, nor do 
they justify, spending for its own sake, nor do they approve wasteful 
expenditure. 

I have stated as basic tax policy the proposition: Reduce taxes to 
balance the budget at high employment at high employment. This simple 
statement requires some clarification if it is to be applied properly in policy 
making. The fact is, and I confess it shamelessly, the term ‘“‘budget”’ is 
highly ambiguous; and I would not use it at all if another term, which 
I shall presently define, were popularly understood and generally 
acceptable. 

First of all, we must reconsider what we are to mean by the term 
“budget.” In the interest of clarity, I propose that we confine the term 
“budget” to those financial arrangements that from time to time fall un- 
der the jurisdiction of the Director of the Federal Budget. This concep- 
tion, although clear and precise, limits the significance of the budget 
for fiscal and monetary policy to a subordinate, though important, posi- 
tion. 

It is apparent that the “budget” in this sense lias neither economic, 
monetary, nor financial significance except as it is a part of a larger 
whole. Its significance is of an administrative character, and the balanc- 
ing of this budget is nothing but the balancing of accounts which have 
been associated for administrative convenience. There are, therefore, no 
intelligible issues of a financial or economic character associated with 
the budget as here defined. 

It is possible, however, to extend the concept of the budget, that is, 
of financial planning, to include all the financial transactions of the 
federal government. Let us term this comprehensive concept the 
“superbudget.” The superbudget would include not only the budget as 
we have defined it, but also social security and other trust accounts, 
including the current operations of the several federal corporations, such 
as the Export-Import Bank and the Commodity Credit Corporation, 
which are not part of the budget today. The term “‘superbudget” should 
not be taken to imply anything with respect to its absolute magnitude, 
but only to its comprehensiveness. 

The federal government has the power to associate the totality of its 
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financial transactions in a single schema, and accordingly it has the 
ability to judge one item against another item and each item against the 
whole. The federal government may then have a policy with respect to 
the superbudget and this policy, when it exists, may be termed the 
fiscal policy of the federal government. The fiscal policy, since it would 
apply to the superbudget, would thus include, as parts, the budget 
policy, the tax policy, the lending policy at home and abroad, the bor- 
rowing policy, and so forth, and would transcend these particular 
policies in associating them within the superbudget as a whole. 

In order to understand how the superbudget is related to the financial 
and economic activity of the national community, it is necessary to 
make an additional distinction between what may be termed the 
“dollar” and the “income” superbudgets. The dollar superbudget is 
what we see if we look at a piece of paper which has the superbudget 
written on it. It would consist of the items of receipts and disbursements 
together with the dollar amounts associated with each item. This dollar 
superbudget is thus a projection of planned financial transactions and 
as such its significance is primarily financial. 

But in addition to being a projection of financial transactions, below 
the surface the superbudget is also a projection of impacts affecting the 
national income. The character of this projection is not apparent on the 
surface figures of the superbudget, and can be judged only by an esti- 
mate of what lies beneath; that is, by the development of an “income” 
superbudget. The income superbudget, Being a projection of intended 
impacts affecting the national income, has a significance which is 
primarily economic. 

The dollar superbudget may be stated precisely; the income super- 
budget can only be approximated within wide margins of error. Yet in 
spite of the approximate character of the income superbudget, fiscal 
policy must take both into account, because they are different in kind 
and cannot be used interchangeably. 

The size of the income effect for any category of receipts or disburse- 
ments will differ from time to time; it may indeed be positive or negative 
with respect to certain financial transactions. Obviously, the selection of 
a particular coefficient for a particular financial transaction at a partic- 
ular time must be based on judgment flowing from examination and 
analysis of such statistical and nonquantitative evidence as may be 
or may become available. 

Skepticism exists in many quarters as to the possibility of income 
superbudget construction on the ground that the income effects are not 
precisely known and can never be known. This skepticism is justified if 
it is intended as a warning against treating the income superbudget with 
the same certainty as the dollar superbudget, or anywhere near it; the 








the 
the 


the 
uld 
et 
or- 
lar 


ow 


the 
sti- 
” 


1¢€ 


led 


er- 
in 
cal 
ind 


ive 
of 
tic- 
ind 


me 
not 
1 if 
ith 
the 








POSTWAR TAX POLICY 89 


skepticism is not warranted if it discourages a study of the logical con- 
sequences of financial decisions made manifest in the dollar superbudget, 
or if it prevents us from drawing broad conclusions as to desirable fiscal 
policy within wide margins of estimate. 

As a final answer to those who object to the use of the income super- 
budget because of its necessarily approximate character, it should be 
pointed out that the income effects of financial transactions exist 
whether they have been estimated or not, and the economic realities 
disclosed by the income superbudget exist, whether it has been set up or 
not. It should also be pointed out that only the income superbudget has 
relevance to over-all economic analyses affecting fiscal policy and 
national income. Accordingly inferences with respect to fiscal policy and 
national income which are drawn from the figures of the dollar super- 
budget are in fact based on a most improbable assumption; namely, that 
the dollar and the income superbudgets are identical and can be used 
interchangeably; or to put it another way, that for all classifications of 
receipts and expenditures the income effects are equal. This, I submit, 
is obviously not true. 

The definitions, distinctions, and inferences we have made so far may 
be summed up as follows: 

1. The term “budget” has been limited to the projected financial 
transactions under the jurisdiction of the Bureau of the Budget, and the 
term “superbudget”’ has been introduced to refer to the totality of 
financial transactions under the control of the federal government. 

2. Questions of fiscal policy are related, not to the budget, but to the 
superbudget, since here the total financial impact of the federal govern- 
ment on the economy is projected; from this impact economic con- 
sequences may be inferred, and in the power to vary the impact, and the 
economic consequences, national fiscal policy can be expressed. 

3. With respect to the superbudget, we have distinguished between 
the dollar superbudget and the income superbudget. (a) The dollar 
superbudget is a projection of planned financial transactions and as such 
its significance is primarily financial. (b) The income superbudget, 
flowing from the dollar superbudget, is a projection of impacts in their 
effect on the national income and as such its significance is primarily 
economic. 

4. Because of the varying incomes effects of the several items of the 
superbudget, the dollar and the income superbudgets are not the same 
and cannot be used interchangeably. 

5. Accordingly, questions of fiscal policy must be separately con- 
sidered as they affect the one superbudget or the other. 

Much of the controversy with respect to national fiscal policy arises 
from a failure to distinguish between (a) the dollar and (b) the income 
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superbudgets and to separate the issues that are relevant to the one from 
those that are relevant to the other. 

We can now restate our basic tax policy precisely as follows: Tax 
rates should be set to balance the income superbudget at high employment 
at high employment. 

Let me repeat, our preoccupation with fiscal policy in these remarks 
should not cause us to overrate these problems of policy, important as 
they are. Fiscal and monetary measures are primarily facilitating 
mechanisms that help us to perform or to prevent actions, the merit of 
which should be judged in other terms of reference. Decisions as to the 
sources of federal revenues, the objects of federal expenditures, the 
magnitude of the superbudget itself—these involve questions of public 
policy that transcend fiscal policy. But we should be sure—and here 
fiscal policy is important—that defective fiscal policy and practice no 
longer obstruct us in accomplishing the purposes which we, as a nation, 
have set for ourselves. 

It seems to me that great promise for the future may lie in the con- 
sideration of these dollar and income superbudgets, for they provide a 
clye as to how a positive fiscal program can produce desirable economic 
effects within a framework of financial prudence. 

It is clear, for example, that a fiscal program should arise from an 
explicit fiscal policy, the various parts of which are internally consistent. 
It is clear that decision’ as to program will have to be based partly on 
fact and partly on judgment. It is clear that the administration of the 
program will require the action of several agencies working together as 
a team. 

Here, at the point of fiscal and monetary policy, where the relations 
between government and business are of the greatest importance for the 
working out of peacetime employment and production problems, busi- 
ness may properly be apprehensive. It may be apprehensive, not that 
the intentions of government will be hostile or even indifferent, but 
that, unless the preparatory organizational work is done now, the 
federal government will be helpless in executing even the most elemen- 
tary collaborative program. 

Business wants a federal fiscal policy that will help it create good 
products, good jobs, and good investments. Business does not expect a 
national fiscal policy to do the work of business for it. It does ask for co- 
operation in maintaining a flow of purchasing demand that will have 
some general correspondence to what agriculture, labor, and business 
are able to produce and to distribute. 

With such a flow of purchasing demand, we can avoid regimentation, 
maintain a high level of employment, and raise the standard of living 
to new heights for all the people. 
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INVESTMENT BANKERS ASSOCIATION 
TRAINING COURSES 
By Rosert W. Crark, Jr. 
Educational Director, Investmeni Bankers Association of America 


As a culmination of planning initiated in 1944 by the Education 
Committee of the Investment Bankers Association of America, a train- 
ing program for new employees in that industry is now well underway 
with courses being conducted in 13 cities. It is estimated that more than 
1,000 students (of which approximately 85 per cent are veterans) rep- 
resenting some 400 investment banking houses or registered branch 
offices are enrolled or have completed the course. Since the demand for 
enrollment has exceeded the available capacity in almost every city, 
present plans, in most cases, call for additional courses to be given 
upon the completion of those now in progress. 

The pattern for these training courses is somewhat similar. They 
are conducted by a local group of the Investment Bankers Association 
in cooperation with a local educational institution when such is avail- 
able. For example, the course in Chicago, which was the first course 
to be organized, is being given by the Central States Group of the 
Investment Bankers Association in cooperation with the School of 
Commerce of Northwestern University. The course in New York is 
being giver. by the New York Group in codperation with the Graduate 
School of Business Administration of New York University; the course 
in San Francisco is being given by the California Group in coOperation 
with the University of California. 

Cities in which courses have been or are now being given include the 
following: Boston, Chicago, Cincinnati, Denver, Houston, Los An- 
geles, Louisville, Milwaukee, Minneapolis, New York, Philadelphia, 
Pittsburgh and San Francisco. It is hoped that training courses will be 
in operation in Cleveland, Kansas City, St. Louis and Seattle in the 
near future. 

In many cities a difficult problem has been to obtain the services of 
universities or colleges, already taxed to capacity by the intlux of vet 
erans. However, the facilities of the following institutions have been 
obtained and are now being employed in their respective localities: Col- 
lege of Business Administration, Boston University; University of 
Minnesota; Graduate School of Business Administration, New York 
University; School of Commerce, Northwestern University; University 
of Pittsburgh, and the University of California both in San Francisco 
and Los Angeles. 

In instances where it has been impossible to arrange for an accredited 
institution to give a training course for the IBA, the problem has been 
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overcome by the direct employment of instructors to conduct courses 
in accordance with a more or less standardized curriculum. 

The basic curriculum, originally developed by Dr. G. Rowland 
Collins, Dean of the Graduate School of Business Administration of 
New York University, and now being employed with local modifications 
in many of the training courses, calls for approximately 126 hours of 
ciassroom work, supplemented by lectures on specific subjects by in- 
vestment bankers qualified by long experience in their respective fields, 

The Investment Bankers Association is now engaged in publishing 
for its members on a subscription basis, a series of 12 booklets, the first 
four of which have been distributed, entitled Fundamentals of Invest- 
ment Banking. This publication is based almost entirely on the class- 
room discussions of the New York and Chicago courses and is designed 
for use in the training of investment banking house employees in cases 
where for geographic or other reasons organized courses are not avail- 
able. This publication is available to libraries and educational institu< 
tions at a special subscription price of $5 for the complete set. 

Active leadership in the development of this program has been in 
the hands of Julien H. Collins, Julien Collins & Company, Chicago, 
who has been national chairman of the Education Committee of the 
Investment Bankers Association of America for the past two years. 
Other members of his Committee include: Arcrew M. Baird, A. G: 
Becker & Co., Incorporated, Chicago; Henry Beissner, Jr., Moroney, 
Beissner & Co., Houston; Howard M. Biscoe, Jr., Whiting, Weeks & 
Stubbs, Boston; Merle Bowyer, Paine, Webber, Jackson & CurtisJ 
Detroit; Marion H. Cardwell, J. J. B. Hilliard & Son, Louisville; J 
Wallace Coxhead, Bosworth, Chanute, Loughridge & Company, Den 
ver; Samuel K. Cunningham, S. K. Cunningham & Co., Inc., Pitts 
burgh; Gerhard R. Eckhardt, Eckhardt-Petersen & Co., St. Louis; 
John H. Edwards, R. J. Edwards, Inc., Oklahoma City; | 
Fulton, Maynard H. Murch & Co., Cleveland; Waldo Hemphill, Wald 
Hemphill & Co., Seattle; James H. Lemon, Johnston, Lemon & Co; 
Washington; George J. Otto, Irving Lundborg & Co., San Francisco 
J. W. Speas, The First National Bank of Atlanta, Atlanta; C. Newbol 
Taylor, W. H. Newbold’s Son & Co., Philadelphia; Walter W. Wilsot 
Morgan Stanley & Co., New York; W. W. Wittenberg, Blyth & Co 
Minneapolis. 








